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Managing Directors 
By D. CLaupE RoBERTSON, B.COM., A.1.C.A., Barrister-at-Law. 


Directors as such have no general power to appoint a person 
to act as managing director of their company. Such an office was 
not one originally known to the law but was a convenient expres- 
sion to indicate the nature of the functions undertaken by the 
person appointed: Boschoek Proprietary Company Limited v. 
Fuke, (1906) 1 Ch. 148, at pp. 157, 159; Claudet v. Goldem Giant 
Mines Limited, (1909) 15 British Columbia Reports 13 (Canada). 

But the articles of association of a company may contain 
express provisions enabling its board of directors to appoint a 
managing director. In such a case, the power cannot be taken 
away by a resolution passed at an ordinary meeting of the company ; 
the relevant articles must be altered in the statutory manner, 
that is, by special resolution, to enable the shareholders to make 
the appointment themselves. They may be empowered by the 
articles to regulate and control the general powers of the directors 
to manage the business of the company, but that authority will 
not extend to any matters, such as the appointment of a managing 
director, which are specially placed under the control of the 
directors by the articles: Logan (Thomas) Limited v. Davis 
(1911), 105 Law Times 419 (Court of Appeal). 

Definition 

What is a managing director? The expression was thus defined 
in In re Newspaper Proprietary Syndicate Limited, Hopkinson’s 
Case, (1900) 2 Ch. 349—“A managing director is only an ordinary 
director entrusted with some special powers.” A director is not 
a servant of the company. He is a person who does business for 
the company, but not upon ordinary terms. 


Effect of Winding Up Before Expiration of Agreement 

Is there an implied term in a contract between a company and 
a managing director that his employment shall last only while 
the company is carrying on its business? That question was not 
argued in the case of Jn re Camberwell Motors Pty. Ltd. (in 
liquidation), 1926 V.L.R. 539, 551, but Macfarlan, J., concluded 
“from the silence of counsel for the liquidator” that he did not 
rely on the voluntary liquidation of the company followed by the 
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managing director’s dismissal by its liquidator as an answer to a 
proof of debt claiming damages for breach of contract for the 
unexpired portion of a fourteen-year contract. Nor was the point 
raised in the case of Glass v. The Pioneer Rubber Works of 
Australia Ltd., 1906 V.L.R. 754. 

Where a managing director had covenanted not to carry on or 
be engaged or interested in any business that would compete with 
that carried on by the company and a compulsory winding up 
order is made against the company followed by a notice from the 
liquidator that his services would no longer be required, the 
restrictive covenant has no effect and the company is not entitled 
to an injunction restraining the defendant from carrying on 
business on his own account: Measures Bros. Limited v. Measures, 
(1910) 2 Ch. 248. 

Remuneration 

A managing director is entitled to such remuneration as his 
“special bargain” with the company provides. His remuneration 
is usually described as a salary, to which he is entitled in respect 
of the services which he has agreed to render to the company. 


Power to Appoint 

Table A of the Victorian Companies Act, 1938, clause 68, 
provides— 

The directors may from time to time appoint one or more of their body 
to the office of managing director or manager for such term and at such 
remuneration (whether by way of salary, or commission or participation 
in profits or partly in one way and partly in another) as they may think 
fit, and a director so appointed shall not, while holding that office, be 
subject to retirement by rotation or taken into account in determining 
the rotation or retirement of directors; but his appointment shall be 
subject to determination ipso facto, if he ceases from any cause to be a 
director, or if the company in general meeting resolve that his tenure 
of the office of managing director or manager be determined. 

Where a board “owing to internal friction and faction” (Foster 
v. Foster, (1916) 1 Ch., at p. 551) is “unable or unwilling to 
exercise” its power to appoint anybody as a managing director— 
“are in fact a non-existent body for the purpose”—the company 
in general meeting has power to make the appointment notwith- 
standing the fact that the power is expressly conferred on the 
directors by the articles: Barron v. Potter, (1914) 1 Ch. 895, 


903 ; Foster v. Foster (supra). 


Period of Appointment 


The appointment of a person as a managing director or a sole 
managing director without any express determination of the period 
for which he is to hold office does not amount to an appointment 
“for the whole of the period during which he remains a director.” 
If a board is dissatisfied with a person who has been appointed 
managing director or thinks that another of its body would fill 
the position more adequately, it can substitute a new managing 
director in place of the old one: Foster v. Foster, (1916) 1 Ch. 
532, 542-3. 
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Power of Revocation 

Where directors revoked the appointment of a managing 
director before the expiration of the period fixed in his agreement, 
he was held to be éntitled to recover damages against the company 
for breach of its agreement: Nelson v. James Nelson & Sons, 
Limited (1914) 2 K.B. 770. 

In this case, the company’s articles of association empowered 
its directors to appoint from time to time any one or more of their 
number to be managing director and to “revoke such appoint- 
ment.” Nelson was appointed in writing, dated January 16, 1908, 
to hold office as joint managing director with his brother “so long 
as he shall remain a director of the company and retain his due 
qualification and shall efficiently perform the duties of the said 
office” (cl. 2). 

On September 10, 1912, the directors resolved to revoke the 
appointment. At that date, the plaintiff was a director of the 
company and retained his due qualification and had efficiently 
performed his duties. 

The company pleaded (1) that the directors had power to 
revoke the plaintiff’s appointment under its articles and (2) had 
no power or authority to appoint a managing director or to enter 
into any agreement, except upon the terms of and in accordance 
with the articles of association, that is, “expressly subject to 
revocation.” They could not make any such appointment “with- 
out reserving to themselves the right also to revoke the 
appointment” at will, otherwise they would be acting ultra vires, 
or, on the other hand, “a clause must be implied” giving them 
such a right. 

The agreement, however, did not expressly reserve to the 
directors any power to determine the appointment at any time, 
except in certain specified contingencies, and, in such circum- 
stances, as the appointment had been made by the directors for a 
fixed term of years, it was held that the article cannot be 
construed as giving them a power to revoke at will “notwith- 
standing any agreement into which they may have entered,” which 
does not expressly or impliedly confer such a power of revocation. 

The effect of the article is to provide that the power of 
revocation is not to reside with the company itself but with the 
directors. They must exercise that power and duty “in the 
interests of the company,” but that authority does not enable them 
“to break any contract which the company have empowered them 
to make, and which the company have divested themselves of the 
power of making or revoking.” 

The article contemplated a definite term or period of appoint- 
ment and that excludes “an appointment at the will and pleasure 
of the board.” A definite period or term is “absolutely inconsis- 
tent with a power in the board to revoke the appointment at any 
time.” It must mean a definite term—not a term “purely 
nominal and fictitious.” A power to remove or dismiss 
a managing director or to revoke the appointment as such is 
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subject to the terms of any existing contract between him and 
the company. 


Effect of Cesser of Office as Director 
I 


If the articles do not contain a clause that the appointment of 
a managing director should determine if he ceases to be a director, 
a managing director will vacate his office, if he ceases to be a 
directer. That proposition was established in the case of Bluett 
v. Stutchbury’s (Ltd.), a decision of the Court of Appeal (1908), 
24 Times L.R. 355, 469. Bluett had been appointed on the same 
day as a director and managing director for four years from July 
20, 1906, in connection with a retail business at 158a New Bond 
Street, London. He was required to acquire and hold 300 
preference shares. By article 80 of the company’s articles of 
association, the directors were empowered to appoint a director at 
any time but to hold office only until the next ordinary general 
meeting of the company; he was eligible for re-election. They 
also had power (art. 86b) to appoint “any member of their num- 
ber” to be a managing director for such period as they deemed 
fit, and to revoke such appointment. 

The agreement of service provided that if Bluett became 
incapacitated from attending to his duties as managing director, 
the company might by written notice determine his appointment. 
The company gave such a notice, four days after the plaintiff had 
failed to secure re-election as a director, on the ground that he 
thereby became incapable of performing his duties as a managing 
director. Bluett was awarded £250 damages by a jury and 
judgment given in his favor. On appeal, the Master of the 
Rolls held that on the proper construction of the articles “a person 
who was no longer a director could not be a managing director” 
and that the directors had no power to bind the company to a 
contract with a man as managing director for a term of four 
years and in thay way deprive the company of its power and duty 
of considering at or before the next general meeting, whether he 
was a fit and proper person to be re-elected or removed as a 
director. To deprive the company of such right was “entirely 
outside the powers of the directors” and they were not competent 
to enter into a contract of the nature alleged by the plaintiff. 
The appeal was allowed and judgment entered for the defendant 
company. 

II 


Whether a company can remove a managing director appointed 
for a period from the office of director and thereby terminate his 
engagement as managing director without rendering the company 
liable in damages was answered in the negative by the Court of 
Appeal in England on March 17, 1939, in the case of Shirlaw v. 
Southern Foundries (1926) Limited and others and by the High 
Court of Australia in Carrier Australasia Ltd. v. Hunt. 

The English decision is a useful one, more particularly by 
reason of the dissenting judgment of Sir Wilfred Greene, Master 
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of the Rolls, in determining the precise relationship between a 
managing director and the company. The plaintiff, Mr. Alan 
Shirlaw, had been awarded the sum of £12,000 damages for 
wrongful dismissal against the first-named defendant and against 
the second defendant, Federated Foundries Limited, for procuring 
his dismissal. 

The Court of Appeal was not prepared to interfere in any way 
with the amount of damages awarded. 

Mr. Shirlaw was appointed managing director of the Southern 
Company by an agreement in writing dated December 21, 1933, 
for a period of ten years from December 1, 1933, and to perform 
the duties and exercise the powers from time to time assigned 
to or vested in him by the directors of the company. Its articles 
of association empowered the company by extraordinary resolution 
to remove a director from his office (art. 105) and a director 
had power to resign (art. 89). 

Art. 91 provided that a managing director should be subject to 
the same provisions as to removal and resignation as the other 
directors “subject to the provisions of any contract between him 
and the company.” At the time of his appointment, practically 
all the shares in the Southern were held by or on behalf of Sir 
Berkeley Sheffield, and as part of the consideration for the agree- 
ment he agreed to provide further finance for another company, 
Steel Parts Limited. 

By clause 11, Shirlaw was prohibited during the continuance 
of the agreement and a further period of three years from carry- 
ing on or being engaged in the foundry business within one 
hundred miles of the company’s works at Croydon, and by 
clause 12 he undertook not to solicit or deal with certain cus- 
tomers or to represent himself as connected with or interested 
in the company at any time after the termination of the agreement. 

On April 17, 1936, the Southern Company adopted new articles 
of association whereby (art. 8) the Federated Company were 
empowered by an instrument in writing subscribed on their behalf 
by two of their directors and their secretary to remove from office 
any director of the Southern Company; to take effect as from the 
date of its deposit at the registered office of Southern. The 
Federated company exercised its power by removing Mr. Shirlaw 
as from March 27, 1937, and he thereupon ceased to be a director 
and also managing director of the Southern Company. 

The question was whether the plaintiff had any right to claim 
damages, in other words, “Was his dismissal wrongful?” The 
Master of the Rolls said (inter alia)— 

A managing director is a director with powers of management 
delegated to him by the board of directors, and it is an essential require- 
ment of his office as managing director that he should hold the office 
of a director. A managing director who is not a director is a contradic- 
tion in terms . .. the common form of articles provides that a managing 
director must be appointed from among the directors and shall cease to 
be managing director if he ceases to hold the office of director. It 
would, accordingly, have been ultra vires the board of Southern to appoint 


the (plaintiff) as managing director on the terms. that he should con- 
tinue to be managing director after he had ceased to be a director, and 
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the agreement, if it had purported so to provide (which it did not), 

would to that extent have been inoperative. 

Counsel for the appellants argued that there was in the agree- 
ment no express or implied undertaking on the part of Southern 
either that Shirlaw should retain his office of director during the 
whole term of his agreement or that Southern would not terminate 
his tenure of that office. The plaintiff’s counsel said that there 
was no such implication in law but that the agreement with the 
plaintiff expressly provided that he should hold the office of 
managing director for ten years and that that meant that for that 
period he was to be both a director and managing director and it 
followed that where it is the action of the company that terminates 
the tenure of the directorship, there is a breach of the express 
agreement; by altering its articles, it had placed it in the power 
of the Federated to bring about the plaintiff’s dismissal. 

The Master of the Rolls was insistent on pointing out that the 
management of the company’s business may have been delegated 
to the plaintiff but there was “no delegation of the remaining 
powers of the board,” such as its financial policy, the declaration 
of dividends and the issue of new shares. The board may con- 
sider a person suitable to be a managing director but he may turn 
out to be undesirable as a continuing member of the board in other 
respects. “The office of director is one thing; the office of 
managing director is a different thing,” and by merely appointing 
a director to be managing director for a period, however short 
or however long, the company does not impliedly bind itself to 
keep him in the office of director, or not to remove him therefrom, 
during the period of his appointment as managing director. 

Lord Justice MacKinnon thought that the express provision 
that the plaintiff should be and remain managing director for ten 
years had the effect of suspending or removing during the whole 
of that time any power of the company to remove him from 
being a director and equally his rights to resign (arts. 105, 89). 
He considered that it was an implied term that the Southern 
Company would not by any alteration of its articles create a right 
to remove the managing director or exercise it during the period 
of his employment without rendering itself liable in damages for 
breach of contract of employment. 

Goddard, L.J., agreed and concluded that the Southern Com- 
pany could not alter its articles in such a way as to empower the 
Federated Company to do in relation to the existing contract what 
they could not themselves do. 


III 


Noel Percy Hunt commenced an action in the Supreme Court 
of New South Wales against Carrier Australasia Limited to 
recover damages for wrongful dismissal. He alleged that in con- 
sideration that he would enter into the service of that company 
and serve it for five years in the capacity of managing director 
at a salary of £3,000 per annum, the company promised to retain 
him in that. service during that period. 
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The agreement of employment and service as managing director 
was “subject to the company’s articles of association,” and other 
provisions of the agreement. 

The plaintiff agreed that he would not be interested in any 
competitive business either during the term of his employment 
or for five years thereafter. By clause 7 of the agreement it was 
provided that “notwithstanding anything hereinbefore contained, 
the company shall be at liberty to terminate the term (of employ- 
ment) by notice to that effect if the managing director ceases to 
be a director of the company (or in certain other events such as 
absence or incapacity)”. It should be noted that such a clause 
did not have its counterpart in Shirlaw’s Case. 

The articles of association authorised the directors to appoint 
one of their body to be managing director and, “subject to the 
provisions of any contract,” to remove him. And that whilst he 
continued to hold the office, he was not to be subject to retire- 
ment by rotation, but if he ceased to hold the office of director 
then he should, ipso facto and immediately, cease to be managing 
director. 

Art. 91 provided—“Subject to the provisions of any agreement 
for the time being subsisting the company may by extraordinary 
resolution remove any director before the expiration of his period 
of office, and may by ordinary resolution appoint another qualified 
person in his stead.” 

By special resolution, the company amended art. 91 by deleting 
therefrom the words “subject to the provisions of any agreement 
for the time being subsisting” and later by extraordinary resolution 
removed the plaintiff from the board of directors of the company 
and gave him due notice of the termination of the agreement. 

The Full Court of New South Wales held that the presence 
in art. 91 of the words which had been deleted made no difference 
to the effect of the article; they served as a reminder that the 
exercise of the power conferred by the articles did involve the 
risk of a breach of contract. “All that their deletion has achieved 
has been to remove the reminder. . . .” 

The defendant company appealed to the High Court on the 
grounds that the contract was not inconsistent with the right of 
the company to remove the plaintiff from his position of director 
and that the company was entitled to do so. 

The High Court gave its judgment on May 22, 1939, but, being 
equally divided on the question, the appeal was, in the circum- 
stances, automatically dismissed, pursuant to the provisions of the 
Judiciary Act 1903-1937. The division of opinion renders the 
decision somewhat unsatisfactory, as the appeal was on a matter 
of pleading only and from the decision of a State Court. Had 
it been an appeal from a decision of a single judge of the High 
Court the result of the appeal would have followed the view of 
the senior judge and not that of the primary Court. 

The plaintiff contended that he had a fixed term engagement 
to expire on 3lst December, 1941. Rich, J., said “the appoint- 
ment of a director to be a managing director for a certain period 
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does not postulate his continuance in his office of director” and 
he considered that the plaintiff’s dismissal was not a breach of 
the agreement, unless some implication could be discovered 
qualifying or limiting the general words of clause 7 of the agree- 
ment. “The office of director has a tenure which must rest on 
the articles of association, and, subject to the articles, upon the 
voting of a general meeting of the company” and the majority 
may fail to elect him. That learned judge was not prepared to 
follow the Court of Appeal in Shirlaw’s Case. 

Nor was Starke, J., who pointed out the critical distinction 
that the agreement was made “subject to the provisions of the 
company’s articles of association, which are alterable, and subject 
also to the express provisions of clause 7, which is not expressed 
to be subject to the terms of existing contracts. The articles of 
the company are at the basis of the agreement. ‘In other words,’ 
as Atkin, L.J., said in Shuttleworth’s Case, ,‘it is a contract made 
upon the terms of an alterable article, and therefore neither of 
the contracting parties can complain if the article is altered’.” 

Evatt and McTiernan JJ., on the other hand, recognising 
that the question whether a managing director of a limited company 
can obtain redress for the termination of his contract for a 
specified term depends upon the particular circumstances and 
especially upon -the conditions of the particular contract, said a 
company has a statutory power to alter its articles but “cannot 
break its contracts by altering its articles.” It does not follow 
that a contract must be construed as binding a company to an 
article which is not to be altered. Evatt, J., interpreted the 
opening words of the original article 91—“Subject to the pro- 
visions of any agreement for the time being subsisting,” not as 
a mere reminder that an alteration of the article may amount to 
a breach of contract, but as limiting the power of the company 
and, by the removal of the limitation of its power by the company’s 
special resolution, “the final act of ‘terminating’ the plaintiff’s 
contract was indubitably the act of the defendant, leaving the 
plaintiff at liberty to pursue his action for damages for breach.” 

McTiernan, J., considered the removal of the respondent from 
the board of directors as a repudiation by the company of its 
promise, as it had not reserved to itself in the contract with Hunt 
the right to remove him from the board, whenever it thought 
fit to do so. He concluded that the company in promising to 
employ the respondent for a fixed term had not reserved to 
itself the right to destroy the basis of that promise, which was 
the retention by the respondent of the office of director. The 
obligation to employ Hunt remained, notwithstanding the alteration 
or the exercise of the power of removal. That obligation was 
renounced by the company when it frustrated the contract by 
removing Hunt from office as a director. He did not consider 
that the words in art. 91—“If the managing director ceases to 
be a director’—implied that the company had “the right to 
frustrate its express promise” to employ the managing director 
for a fixed term by causing him to cease to be a director, and 
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thereby lose that qualification which the articles required a 
managing director to possess in order to entitle him to stay in 


that office. 
IV 

The result of the appeal to the High Court in Hunt’s Case 
renders it necessary to make it clear by appropriate and un- 
ambiguous language in an agreement of service between a company 
and a managing director that cesser of office as a director will 
deprive him of any claim to damages for loss of his appointment 
as a managing director. The company must reserve to itself 
the right to remove him from the board, that is to say, to use 
the language of McTiernan, J., the right “to destroy the basis 
of the promise,” which is the retention of the office of director. 
No company should burden itself with the possibility of the 
alternative of paying a large sum in damages or of continuing 
in office a person who for some adequate reason has ceased to be 
capable of holding the office of a director of the company or the 
confidence and respect of its shareholders. 

A managing director cannot continue in office, if he ceases to 
hold the office of director. That is a risk he takes, and a company, 
or its directors, ought to realise that a failure by him to retain 
such office ought not to be rendered the means of an award of 
damages against the company. 

In the present state of the decisions of the courts here and 
in England, it seems that, unless the power is expressly given by 
terminating it by ending his office as a director is suspended or 
the articles, or the agreement of employment, the right of 
removed during the period of the appointment. 


Interim Receipts 
By J. C. BARNEs, A.1.C.A. 


Many business houses, particularly large stores, have a system 
whereby their collectors issue a duly stamped interim receipt 
when they receive payment of an account, and later an official 
receipt is forwarded to the customer. The interim receipt is 
usually endorsed with a request that enquiries should be made 
if an official receipt is not received within a few days. The 
official receipt must also bear the requisite duty stamp. 

If the system be altered so that the collector’s receipt is the 
official receipt, and any other receipt which may have to be made 
out for office purposes is not issued or stamped, it would save 
double duty stamps, envelope and postage for official receipt, 
enquiries from customers who have not received the official receipt, 
and irritation to customers who want their receipts promptly and 
who have to connect up the official with the interim receipt. 

The monthly statement will show the customer whether he 
has been credited with the amount paid to the collector. 

It can be imagined that the subsequent saving in time, stationery 
and postage would be quite acceptable to any concern affected. 
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Taxation Section 
Edited by J. A. L. Gunn, F.1.c.A. 


INCOMES OF PROFESSIONAL MEN 


Assessment on a “Cash” Basis 


The decision of the Full Court of South Australia in C. of T. 
(S.A.) v. Executor, Trustee and Agency Co. of S.A. Ltd. (1938) 
1 A.L.T.R. 302, was discussed by Mr. R. S. Turner in his 
article which appeared in the July, 1938, issue of the Journal at 
pp. 443-8. This decision, which is of great importance to 
accountants and members of other professions, has been affirmed 
by the High Court of Australia (by majority—Latham C.J. 
dissenting) (1938) 1 A.L.T.R. 416. 

It will be recalled that the respondent was the executor of C., 
a medical practitioner who died on November 15, 1935. With 
the appellant’s approval, C.’s returns for the year ending June 
30, 1930, to the year ending June 30, 1935, and the intervening 
years had been furnished on the “cash receipts” basis. That is 
to say, the actual cash received by C. during each year was 
returned as gross income, the expenses were deducted and he 
was assessed in respect of the balance as taxable income. The 
respondent lodged a return in respect of the pericd July 1 to 
November 15, 1935, in which, following C.’s practice, the gross 
income appeared as £598, which was the actual cash received by 
C. during the relevant period, and the respondent claimed to 
deduct the expenses amounting to £248 incurred by C. during 
the period. 

The Commissioner claimed to increase the gross income by 
£2,119, the book debts outstanding at the date of C.’s death 
which had been created from July 1, 1929, to November 15, 1935. 
The Commissioner, at a subsequent date, issued amended assess- 
ments in respect of the years ending June 30, 1934, and June 
30, 1935. In each such amended assessment the appellant 
included as part of the taxable income of the deceased, an amount 
which (according to the respondent’s estimate) will ultimately 
be realised by the collection of the book debts, which become due 
to the deceased in each such year. 


Held: 

(1) except as to the assessment for the “broken period” from 
July 1, 1935, to November 15, 1935, the appellant was not 
entitled to increase the gross income by the inclusion of the 
outstanding book debts. 

(2) the assessments for the years ending June 30, 1934, and 
June 30, 1935, were wrongly amended by the inclusion in 
taxable income of any sum based upon the anticipated result 
of the realisation of the book debts for those years. 

(3) as to the assessment for the “broken period,” it was open 
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to the appellant to include in the taxable income for that 
period the book debts created during that period. 


The following is an extract from the judgment of Dixon J. at 
pp. 444-6: 

“The considerations which appear to me to affect any such 
question are to be found in the nature of the profession concerned, 
and indeed the actual mode in which it is practised in a given 
case. Where there is nothing analogous to a stock of vendible 
articles to be acquired or produced and carried by the taxpayer; 
where outstandings on the expenditure side do not correspond to, 
and are not naturally connected with, the outstandings on the 
earnings side, and where there is no fund of circulating capital 
from which income or profit must be detached for actual enjoy- 
ment, but where, on the contrary, the receipts represent in 
substance a reward for professional skill and personal work to 
which the expenditure on the other side of the account contributes 
only in a subsidiary or minor degree, then I think according to 
ordinary conceptions the receipts basis forms a fair and appropriate 
foundation for estimating professional income. But this is subject 
to one qualification. There must be continuity in the practice 
of the profession. To this qualification it is necessary to return. 
Both in Great Britain and Australia it has been a common 
practice to return and to assess professional incomes upon a 
receipts basis. There is little judicial authority dealing with the 
practice. But in Commissioners of Inland Revenue v. Morrison 
(11) both Lord Clyde and Lord Morison appear to me to have 
treated the practice as well founded. The case related to a 
professional engineer’s business. Lord Clyde said (at p. 330): 

‘In assessing the profits of such a professional business as this, one 
or other ef two modes of computation are in use, which have, no doubt, been 
found alternatively convenient and appropriate according to particular 
circumstances. It is obvious that the usual mode which applies to the 
assessment of the profits of a trading business which buys and sells, or 
to a manufacturing business which buys raw material and makes it up 
and sells the finished product, would not be practically capable of 
application to an ordinary professional business in which the professional 
man markets nothing but his own services and ingathers nothing but 
professional fees. The two alternative modes of computation are known 
as the “cash” basis mode and the “earnings” basis mode. According to 
the first the profits of the business are estimated according to the excess 
of the actual cash receipts during the year over the cash outlays and 
expenses actually disbursed or paid during the year. This mode takes 
no account of what are called “outstandings,” that is, fees earned but not 
yet ingathered, either at the beginning or at the end of the year. According 
to the “earnings” basis mode, the actual cash receipts during the year and 
the actual cash outlays during the year are treated in the same way 
as before; but, to the favourable balance thus brought out, there is added 
the amount of the fees earned but not yet collected at the end of the year, 
and then there is deducted the amount of the fees earned but not yet 
collected at the beginning of the year. Both modes appear to be somewhat 
rough and ready; but I suppose that—one year with another—they are 
found to work with sufficient accuracy. The first has the merit of 
avoiding all the trouble which the second imposes on the taxpayer in 
calculating the “outstandings” on current jobs. 
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“Lord Morison said (at p. 332) : 

‘The words “profits and gains” are not defined in the statute. I think, 
however, that the word “profits” for income tax purposes is, in general, to be 
understood in its natural and proper meaning and that the assessable 
profits are to be ascertained in the ordinary principles of commercial 
accounting. At the same time profits are, in practice, given a somewhat 
elastic meaning, and so taxable income is in some exceptional cases arrived 
at on what is called the “cash” basis which I understand reaches the 
amount of taxable income by ascertaining the difference between the 
incomings of a particular year and the actual expenditure necessary to 
earn them.’ 

“For the reasons I have given I think that Dr. Carden’s 
professional income was properly assessed upon actual receipts. 

“To state the case at its lowest, actual receipts formed a basis 
the choice of which was clearly lawful and proper. The special 
cases contain very little or no information about the nature of 
Dr. Carden’s practice. If in a given medical practice there is but 
little certainty about the payment of fees, I should have thought 
that a receipts basis of accounting would alone reflect truly the 
income, and for most professional incomes it is the more 
appropriate. But to a great degree the question whether income 
of a particular kind can be properly calculated on one basis alone, 
or upon either, must depend upon the nature of the source of 
income.” 

With regard to the final period prior to death, Dixon J. said 
at p. 446: “But in two respects the broken period, ending on 
November 15, 1935, stands upon a different footing. In the first 
place, the Commissioner did not adopt a receipts basis. He 
assessed the executors upon an earnings basis for that period. 
In the second place, it was not a complete period forming part 
of a continuous practice. As Dr. Carden died during the period, 
the assessment which the Commissioner was called upon to 
make was not an ordinary assessment of his income for an 
accounting period forming a division of time in a continuous 
process of derivation of income. It was a special assessment for 
the purpose of determining what was the income of a deceased 
person since the conclusion of the last regular accounting period.” 





COMMONWEALTH INCOME TAX 
PAYMENT BY INSTALMENTS 


A scheme has been instituted by the Commonwealth Govern- 
ment whereby taxpayers may, as from July 1, 1939, voluntarily 
forward to the Taxation Department instalments in payment of 
their income tax to be assessed for the financial year 1939-1940. 
A taxpayer may pay instalments of any amount he wishes, and 
payments may be forwarded at regular or irregular intervals up 
to the time his assessment is received. 

No organisation will be created by the Taxation Department 
for the payment of an employee’s tax by his employer, but it will 
be possible for any employee or group of employees to request his 
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or their employer to make the deductions and to forward them 
to the Department. 

When the taxpayer’s assessment is issued, credit will be given 
for the total amount of the instalments which has been paid 
during the year, and he will be required to pay the balance. 
Where the amount of the instalments exceeds the tax assessed, 
the excess amount will be refunded. 

I predict that a scheme for voluntary payments will be a 
complete failure, and completely endorse the following remarks 
of the New South Wales Treasurer, Mr. Mair, quoted in 
Hansard of May 24, 1939, at p. 4,832: 

“T had noticed that it had been decided to accept Federal 
income tax in instalments. A few days ago I replied to a 
question on the subject, and I then expressed the view that there 
was a good deal of misapprehension regarding payment of income 
tax by instalments. I understand that the system adopted by 
the Federal Government enables the tax to be paid by instalments 
in anticipation of the assessment. That is before the tax is due. 
I have not yet convinced myself that the people want to pay the 
tax before it is due. I understand the average taxpayer believes 
that payment of income tax by instalments means taxation by 
instalments after receiving the assessment. That is an entirely 
wrong impression. Personally, I believe that the average tax- 
payer who wants to put something to one side to pay the tax 
would be well advised to place his money in the savings bank and 
obtain interest on it.” 





Goops ExPpoRTED FROM AUSTRALIA 


As stated in the July, 1939, issue of the Journal, Regulation 6a 
has been repealed. 

In response to an inquiry by the N.S.W. Taxpayers’ Associa- 
tion, the Minister Assisting the Commonwealth Treasurer advises 
that the Government does not propose to lay down any definite 
rules for the apportionment of profits where the business is carried 
on partly in and partly out of Australia. 





MISAPPROPRIATION OF CLIENTS’ Money By FoRMER PARTNER 


The taxpayer, a solicitor, sought to deduct from his assessable 
income of year ended June 30, 1930, an instalment paid during 
that income year under a covenant to make good misappropriations 
by his former partner of moneys belonging to clients of the firm. 
Held that the payment was not an allowable deduction; C. of T. 
(N.S.W.) v. Ash; Ash v. F.C. of T. [1938] 1 A.I.T.R. 447. 
“The establishment of the partnership formed no part of the 
regular carrying on of the business or practice of the taxpayer 
as a solicitor. It was a transaction which concerned the ownership 
of the business or practice considered as an organised under- 
taking. It was directed, no doubt, to the strengthening and 
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enlargement of the business, and in that sense to the increase of 
the income of each partner. There is a clear distinction between 
a transaction by which, on the one hand, an organisation of 
partners is formed or set up to co-operate in the ownership and 
conduct of an existing business and, on the other hand, an actual 
carrying on of the business for the purpose of earning profits. The 
distinction presents a strong analogy to the distinction between 
a transaction on account of capital and a transaction on account 
of revenue. Both descriptions of transactions may be said to be 
directed to the production of assessable income. But the 
expenditure connected with the first is not deductible. It is true 
that the reason lies in the distinction drawn by the statute between 
outgoings on account of capital and those on account of income. 
But that distinction itself is concerned in a great measure with the 
difference between the flow of expenditure necessary to produce 
a flow of income and the expenditure which, however it may be 
called, falls outside that category. Expenditure falling outside 
that category is usually represented by some asset or advantage 
of a fixed, or at any rate, continuing nature, but it may amount 
to nothing but a loss or depletion of value or wealth. 

In my opinion the loss inflicted upon the taxpayer by his 
fraudulent partner takes no place in the subsequent carrying on 
of his practice. It was simply a loss or depletion of his general 
resources as a result of his undertaking the risk of such a 
liability when, by entering into partnership, each partner armed 
the other with an authority under which he might impose 
liabilities upon him.” 





WESTERN AUSTRALIAN TAXES 


The rates of income tax payable under the Western Australian 
Land and Income Tax, 1938, have not been changed. 

The Financial Emergency Tax Act, 1938, No. 18, is substan- 
tially identical with the 1937 Act, except that— 


(a) in the case of a taxpayer who is regularly maintaining or 
contributing to the maintenance of one or more members 
of his family and whose net assessable income for 1937-38 
was not less than £200 but did not exceed £213, the rate 
of tax is subject to a rebate of 50 per cent. In the 1937 
Act the rebate applied to incomes of £195 to £200 
inclusive. 

(b) In respect of any salary or wages received after December 
31, 1938, by a person who is regularly maintaining or 
contributing to the maintenance of one or more members 
of his family, if such salary or wages does not exceed 
£4/2/- per week that person is exempt from tax if he 
has no other source of income. 

There is an inconsistency in the Western Australian Financial 

Emergency Tax Assessment Act of 1938. Section 3 of that Act 
provides for the omission of paragraph (d) (iii) from S. 4 of 
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the principal Act and the substitution therefor of new sub- 
paragraph as follows: 

“(iii) in respect of any salary or wages received after the 
thirty-first day of December, one thousand nine hundred 
and thirty-eight, by any such person which does not 
exceed four pounds two shillings per week if such 
person has no other source of income.” 

On the other hand, the Second Part of the Schedule to Act 

18 of 1938, provides for a commencing salary of £4/2/-. 

I have been informed, however, by the Acting Western Aus- 
tralian Commissioner that the Act is being interpreted favourably 
to the taxpayer by exempting persons with dependents who 
receive salary or wages up to and including £4/2/- per week. 
Thus, if such a person earns exactly £4/2/- per week he is 
exempt. 

In the Summary of Commonwealth and State Income Taxes, 
issued by the Commonwealth Treasurer, it is stated that persons 
without dependents who receive incomes from £78 to £103, or 
wages from £1/10/- to £1/19/11, are called upon to pay 4d. 
per week. 

On the other hand, Act No. 18 of 1938 provides, by S. 3 (2) 
(b), proviso, that where the salary or wages does not exceed £2 
per week, the amount of tax payable under the provisions of this 
section shall not exceed 4d. per week. Here, again, there is an 
inconsistency in the case of a person earning exactly £2 per week. 
According to the abovementioned Summary, a person earning 
exactly £2 per week would pay 8d. per week. According to the 
above-quoted proviso, he should pay only 4d. per week. 

Again, in S. 3 (1) proviso (ii), it states that when the net 
assessable income of a taxpayer does not exceed £104, the tax shall 
not exceed 17/4, that is, 4d. per week, but the Summary says 
that persons receiving incomes from £78 to £103 are liable to 
tax at 4d. per week. 

Doubts regarding this matter have been set at rest by advices 
received from the Acting State Commissioner that the note at 
the foot of the Table on p. 67 of the Handbook issued by the 
Commonwealth Treasurer should read “persons receiving 
incomes from £78 to £104, or wages £1/10/- to £2—4d. per 


week.” 





VoLUNTARY ALLOWANCES 


A subscriber has asked me to quote the authority for my 
statement made in another place that a voluntary payment, such 
as an allowance made by a father to a son, is not assessable 
income. The statement is based on the following extract from 
the judgment of Warrington L.J. in Smith v. Smith (1923) 39 
T.L.R. 632, at pp. 633-4: 

“A voluntary allowance, though described as so much a year, 
consists of a succession of gifts, the making of each one of which 
is dependent on the will of the donor.” 
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PROGRESSIVE TAXATION 


A professional man with a steadily increasing income from 
personal exertion asked me recently a very pertinent question. 
Having in view the progressive taxation existing in Australia, is 
it worth his while to devote an ever-increasing proportion of his 
day and night to his profession? In answer to this question, I 
have prepared the following table: 


Taxes on income derived by a taxpayer with two dependents 
from personal exertion—Commonwealth and New South Wales 















































Acts 
Ee ee ee £396 
0 a 275 
Tax on additional income of . £500 £121 or 4/10 in &. 
eae oar £530 
OS ae 396 
Tax on additional income of . £500 £134 or 5/4 in &. 
ee eee ear £686 
cS ea > 530 
Tax on additional income of . £500 £156 or 6/3 in &. 
Ee eer £859 
3 Pra ern 686 
Tax on additional income of . £500 £173 or 6/11 in Z. 
Os bs Ss ks oe ok he ee, ae 
ME os Ge Ss od wae ts 859 
Tax on additional income of . £500 £190 or 7/7 in £. 
TORR ic kt cic sw Be Bae 
a a 1,049 





Tax on additional income of . £500 £225 or 9/— in &. 














This is peculiarly the problem of the professional man. A 
merchant or manufacturer may, by better organisation (including 
the better exploitation of his employees), increase his revenue and 
yet devote less time and trouble to his business. A professional 
man mostly sells his own time, and not the time of others. 
He may earn £4,500 a year in comparative comfort, yet the 
increased effort in earning an additional £500 a year might place 
an intolerable strain on his health. I have seen barristers sprinting 
from one Court to another; I have seen doctors staying at their 
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rooms hours long after the normal working day; I have seen 
accountants with deformed shoulders through lugging home bags 
full of books at night—and I have wondered if these men pause 
to think how little net gain there is to them through their 
additional efforts. 

This is a problem each man must answer for himself. I do 
not suggest that he should curtail his efforts, but I do recommend 
that he take stock of his position occasionally, and included in that 
stocktaking he should ascertain how much of the increment will 
have to be paid in increased income tax. 





EXEMPTION OF NATURAL INCREASE INCLUDED IN DisPosAL SALE 


The appellant was life tenant in an estate, the trustees of which 
carried on the business of stock-breeding on a station comprising 
properties A, B, and C. The main property, A, on which were 
situated most of the buildings essential to the business, was held 
under a lease which expired in 1934. The trustees, with the 
consent of the appellant, then sold the surplus breeding stock, 
representing natural increase during the period the business had 
been carried on, and paid the proceeds to the life tenant. The 
remaining properties, B and C, which were inferior in size and 
carrying capacity to the property A, were then leased by the 
trustees, with the consent of the appellant, together with all the 
plant and the “corpus” breeding stock of the business, with the 
provision that, at the end of the term, the lessee should re-deliver 
stock of similar quantity and quality. The appellant claimed that 
the proceeds of the sale of such surplus stock, less the value of 
wool on the sheep’s back at the date of the sale, should be 
excluded from her assessable income for the year ending June 
30, 1934, by reason of the proviso to &. 16 (h) of the Income 
Tax Assessment Act, 1922-1934 (Com.). Held: that such 
surplus stock were sold “for the purpose of putting an end to 
the whole of the business carried on” within the meaning of such 
proviso, and that such proceeds of sale, less the value of the wool, 
should be excluded from the appellant’s assessable income; 


Swallow v. F.C. of T. (1939), 1 A.LT.R. 459. 





TAXATION OF DIVIDENDS 
Anomalies in Income Tax Assessment Acts 


(An expansion of an address given by J. A. L. Gunn to Federated 
Taxpayers’ Associations of Australia, Sydney, April, 1939) 


The uniform Acts of the Commonwealth, New South Wales, 
South Australia and Western Australia contain similar provisions 
relating to the assessment of dividends. The Commonwealth 
provisions are based on the recommendations of the Royal 
Commission on Taxation. All the provisions received the most 
careful attention of those responsible for the drafting of the new 
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Acts, and, generally, it can be said that they are a great improve- 
ment upon the provisions of the previous Acts. Nevertheless, 
certain of these provisions have proved, after having been 
subjected to the test of practical experience, to be inequitable, and 
urgently call for amendment. 


Dividends Received from Wholly ex-Australian Companies 


Section 44 (2) (a) of the Commonwealth Income Tax Assess- 
ment Act, 1936-38, provides that the assessable income of a 
shareholder shall not include dividends received from a company 
that does not carry on business in, or derive income from sources 
in, Australia. This is so whether the company be a resident or 
a non-resident. The same exemption is contained in S. 53 of 
the New South Wales Income Tax (Management) Act, 1936. 

Under S. 54 of the South Australian Income Tax Assessment 
Act, 1936, dividends received by a resident of South Australia 
from ex-Australian companies are assessable. So, also, are 
dividends received from ex-Australian companies assessable in 
the hands of a resident shareholder under S. 44 of the Western 
Australian Income Tax Assessment Act, 1937. 

Let us assume that a company derives income from ambrosia 
mining in Lesbos, and that individuals resident in Sydney 
receive dividends from that company. 

(1) The position of the company. If the company is a resident 
of Australia within the meaning of the Commonwealth Act, then 
its ex-Australian income is assessable to Commonwealth income 
tax in respect of that income, unless it is exempt under S. 23 (q). 
That paragraph exempts income derived by a resident from 
sources out of Australia, where that income is not exempt from 
income tax in the country where it is derived, or where the 
taxpayer is liable to pay royalty or export duty in any country 
outside Australia in respect of goods from the sale of which 
the income is derived. Therefore, if Lesbos imposes an income 
tax or obtains its revenue by a royalty or export duty on ambrosia, 
the company is not assessable to Commonwealth income tax on 
its Lesbian income. If those imposts are not made by Lesbos, 
then the Lesbian income derived by the company is assessable 
to income tax. 

If the company is not a resident within the meaning of the 
Commonwealth Act, ex-Australian income derived by it is 
exempt, S. 23 (r), whether or not income tax, royalty or export 
duty is imposed by Lesbos. 

(2) The position of the resident shareholders. It will be 
remembered that S. 44 (2) (a) of the Commonwealth Act 
provides that the assessable income of a shareholder shall not 
include dividends received from a company that does not carry 
on business in, or derive income from sources in, Australia. 

If the company does not derive any income from sources in 
Australia, that is, assuming the whole of its income was derived 





ee 





NRL Mr ate oy 


j 
5 
§ 
i 
ft 











JG, 


ve- 
SS, 
en 


nd 





PRAY aac OUI: 










Pena oe ee 





eS SCL ats eer Fe 





1939 THE AUSTRALIAN ACCOUNTANT 19 


from ambrosia mining in Lesbos, then the dividend is exempt 
in the hands of the Australian shareholder. 
This is so— 


(i) whether the company is a resident or non-resident of 
Australia; or 

(ii) if the company is a resident, whether or not its ex- 
Australian income is assessable for purposes of Common- 
wealth income tax. 

Thus it may happen that, because the company was incorporated 
in Australia, and is thus a resident, the whole of the ex-Australian 
income is assessable in the hands of the company, because it is not 
exempt under S. 23 (q). On the other hand, because the 
company does not carry on business in, or derive income from 
sources in, Australia, any dividends received by the company’s 
resident shareholders are exempt from Commonwealth and New 
South Wales income tax. 


Dividends Received from Partly ex-Australian Companies 

The following is a summary of the relevant provisions: 

Section 44 (2) (b) of the Commonwealth Act provides that 
the assessable income of a shareholder shall not include dividends 
paid wholly and exclusively out of one or more of the following: 


(i) ex-Australian non-assessable net income; 
(ii) capital profits ; 
(iii) profits arising from— 
(a) revaluation of capital assets; or 
(b) issue of shares at a premium, 
if the dividends paid therefrom are satisfied by the issue 
of shares of the company declaring the dividend. 
Section 44 (2) (c) also exempts dividends paid wholly and 
exclusively out of net exempt income derived from gold-mining. 
Section 53 of the New South Wales Act provides that the 
assessable income of a shareholder shall not include dividends 
paid wholly and exclusively out of one or more of the following: 
(a) ex-Australian non-assessable income; 
(b) capital profits, if exempt from tax in hands of company; 
(c) revaluation of capital assets, or share premium, if satisfied 
by bonus shares; same as Commonwealth (iii) supra; 
(d) interest on tax-free Government loans; 
(e) profits upon which private company tax paid; 
(f) exempt income derived from goid-mining if paid before 
July 1, 1939. i 
Section 54 (2) of the South Australian Act provides that the 
assessable income of a shareholder shall not include dividends: 
(a) paid wholly and exclusively out of one or more of the 
following : 
(i) capital profits; 
(ii) revaluation of capital assets, or share premium, if 
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satisfied by bonus shares, same as Commonwealth (iii) 
supra, or 
(b) paid before July 1, 1941, to the extent to which they are paid 
out of exempt income derived by a company from the working 
of a mining property in South Australia. 


Section 44 (2) of the Western Australian Act provides that 
the assessable income of a shareholder shall not include dividends 
paid wholly and exclusively from— 

(i) capital profits, or 
(ii) revaluation of capital assets, or share premium, if satisfied 
by bonus shares, same as Commonwealth (iii) supra. 


Reverting to our example: 


(a) If the Lesbian company is a non-resident, but places a small 
portion of its surplus funds on fixed deposit in Australia and 
derives therefrom interest amounting to, say, £5, then, 
although only that £5 is taxable in the hands of the company, 
the whole of the dividends paid by it will be assessable in 
the hands of its Australian shareholders, unless the company 
declares the dividends wholly and exclusively out of its 
ex-Australian income. Having no association with Australia, 
the company will be most unlikely to know of this provision, 
and so the Australian shareholders will be caught. 

(b) If the Lesbian company is a resident and its ex-Australian 
income is assessable, the whole of its dividends will be 
assessable income of its resident shareholders. 

(c) If the Lesbian company is a resident, and its ex-Australian 
income is not assessable, then, unless it pays its dividends 
wholly and exclusively out of its ex-Australian income, they 
are assessable income of its resident shareholders. Contrast 
the position of (1) a resident company deriving £5 fixed 
deposit interest in Australia, with its ex-Australian income 
non-assessable, with (2) a wholly ex-Australian, but 
resident, company whose ex-Australian income is assessable. 


(1) (2) 
Company Assessable on £5 Assessable on 
whole income 

Shareholders Assessable on whole dividend Exempt 


unless paid wholly and ex- 
clusively out of ex-Australian 
income. 


That £5 Australian income may cost the shareholders in (1) 
hundreds of pounds in Commonwealth and New South Wales 
income tax. 


Exempt Dividends Paid Out of Australian Profits 
The words “wholly and exclusively” have proved to be a trap. 
I cannot commence this criticism in a better way than by 
quoting an extract from the Commonwealth Treasurer’s 
Explanatory Notes on the 1930 Amending Bill. 
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Before quoting this extract, it should be explained that the 
Commonwealth Act of 1922-29 provided that, where a company 
distributed to its shareholders any profit from the sale of a 
capital asset, and that profit was not taxable in the company’s 
hands, the exemption extended to the shareholders, provided the 
dividend was paid wholly and exclusively from such profit. This 
restriction was removed by the 1930 Amending Act, and, until 
1934, these capital profits retained their tax-free character even 
though they formed only a portion of a dividend paid. 

The following is the Treasurer’s comments on this change in 
the law in 1930, (at p. 19): 

“There is no sound reason for the continuation of this 
inconsistency. It has merely placed upon companies the necessity, 
frequently overlooked through ignorance, of specifically declaring 
one dividend out of the income mentioned in the proviso which 
is being amended and another dividend out of other income, 
when income from several sources is being used for the purpose 
of the dividend. The proposed amendment will remove this 
inconsistency and anomaly.” 

There is not the slightest doubt that the author of these words 
was Mr. Ewing, the Commonwealth Commissioner, who, with 
his attainments, character, and experience, is more fitted to speak 
on this or any other taxation matter than any man in Australia. 

All went well until 1934, when the Royal Commission’s 
recommendations concerning the taxation of dividends were 
incorporated in the amending Commonwealth Act of 1934, when 
the obnoxious words “wholly and exclusively” were restored to 
the Statute. The Royal Commission’s justification for the 
reversion to the former evil times is contained in paragraph 106 
of its Report: 


“While we recommend that the benefit of exemption in respect 
of dividends paid from any of these sources should be carried 
through to the shareholders, it must be recognised that this 
concession, if not qualified, would involve dissection of accounts 
and perpetuate the confusion and complexity which are features 
of the present system. To obviate these difficulties and 
preserve for the public and the department the benefit of simplicity 
in shareholders’ assessments, exemption should be allowed to 
shareholders only in respect of dividends which are paid wholly 
and exclusively from any of the sources mentioned in this 
paragraph after a date to be fixed, say, January 1, 1934. If, 
however, any such profits are carried to a general account from 
which dividends are distributed, such dividends should be taxable 
in full to the shareholder.” 

Confusion and complexity certainly existed in dissecting a 
company’s accounts in order to determine the rate of tax, if any, 
paid by it on the profits out of which its dividends were declared. 
The Royal Commission did noble work in sweeping away this 
confusion by adopting the present system of a standard rebate, 
but it is submitted, with great respect, that the Royal Commission 
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went too far when it recommended segregation in the case of 
dividends paid out of exempt income. The following examples 
will illustrate the “confusion and complexity” which the 
re-insertion of the obnoxious words “wholly and exclusively” has 
inflicted on Australian companies. 


Cash Dividends Declared Out of Capital Profits 
New South Wales Company 


A company sold two parcels of real property in New South 
Wales which were not acquired for the purpose of re-sale at a 
profit. In each instance a profit was made. One property had 
been held for ten years, and the other for four years. If a 
dividend were declared wholly and exclusively out of such profits, 
it would be exempt for Commonwealth purposes, but it would be 
wholly assessable for New South Wales purposes. The 
corresponding exemption in S. 53 (b) of the New South Wales 
Act refers to profits arising from the sale of assets if the company 
was not liable to tax in respect of the profits under the present 
or previous State Acts. The company is liable to New South 
Wales income tax in respect of the profit arising from the sale 
of the second property, under the provisions of Division 5, as the 
property was bought and sold within seven years of income. If 
two dividends were declared, one wholly and exclusively out of 
the profit on sale of the first property, and the other wholly and 
and exclusively out of the profit on sale of the second property, 
the first-mentioned dividend would be wholly exempt for both 
Commonwealth and State purposes, and the second dividend 
would be exempt for Commonwealth purposes only. 


Bonus Share Dividends Declared Out of Capital Profits and 
Revaluation of Capital Assets 
Western Australian Company 
A Western Australian company had the following amount 
standing to the credit of its capital appreciation account: 


Profit on sale of real estate .. .. .. .. .. .. £7,000 

Profit arising from revaluation of other real 
nk at aa a te ee 3,000 
£10,000 


The company declared a bonus share dividend wholly and 
exclusively out of the £10,000. The dividend is exempt for 
Commonwealth purposes, but is assessable for Western Australian 
purposes. This is so because under the Commonwealth Act 
the exemption applies if the dividend is declared “wholly and 
exclusively out of one or more of the following. . .” 

Under the Western Australian Act the exemption applies only 
if the dividend is paid wholly and exclusively from either capital 
profits or profits arising from revaluation of assets. To enjoy 
exemption under the Western Australian Act, it would be 
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necessary to declare two separate bonus share dividends of £7,000 


and £3,000. 


Dividends Paid Wholly and Exclusively Out of Interest on 
Australian Consolidated Securities and Non-assessable 
ex-Australian income 


New South Wales Company 


Such a dividend would be wholly exempt under the New South 
Wales Act and would be wholly assessable under the Common- 
wealth Act. In order to gain the maximum exemption, separate 
dividends would have to be declared, but this fact is only apparent 
when the sections of the two Acts are carefully compared. 


Dividend Paid Wholly and Exclusively out of Profits which have 

borne Private Company Tax under Division 7 of the Common- 

wealth Act and Division 9 of the New South Wales Act, and 
Non-assessable Capital Profits 


New South Wales Company 


The dividend is exempt for New South Wales purposes (S. 53 
(b) and (e)), but is wholly assessable for Commonwealth 
purposes. The rebate provided for in S. 107 of the Common- 
wealth Act applies only where the dividends are paid wholly and 
exclusively out of amounts which have borne private company tax. 


Dividends Paid out of Non-assessable ex-Australian Income and 
Capital Profits 


Western Australian Company 


Such a dividend is exempt under the Commonwealth Act, 
but is wholly assessable under the Western Australian Act. 


Cash Dividends paid out of Capital Profits and Revaluation of 
Capital Assets 

For an example of a specie dividend paid out of the profits 
arising from revaluation of assets, see Evans v. F.C. of T. (1936), 
55 C.L.R. 80. Another example is where capital assets are 
revalued and the consequent profit credited to the account of the 
owner of a one-man company who, prior to that date, was 
indebted to the company. Such a dividend is wholly assessable 
under the Commonwealth, New South Wales, South Australian 
and Western Australian Acts. 


Dividends paid by Gold-mining Companies 
New South Wales 


If a New South Wales company paid a dividend wholly and 
exclusively out of exempt gold-mining income, and a non- 
assessable capital profit arising from the sale of one of its assets, 
the dividend would be wholly assessable for Commonwealth 
purposes, but the dividend would be exempt for New South 
Wales purposes. If, on the other hand, separate dividends were 
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declared out of these two exempt funds, the dividends would also 
be exempt for Commonwealth purposes. 

There is no need to weary the reader with any further examples 
of the shocking confusion and complexity arising out of the 
obnoxious words complained of in this article, but one further 
example must be given to show the inequity of those words. 


Bonus Shares paid out of Profits Arising from Re-valuation of 
Depreciated Property 


The attention of readers is drawn to the article by Mr. S. 
McKellar White in the April, 1939, issue of The Chartered 
Accountant in Australia, A doubt has been raised as to whether 
a bonus share dividend paid out of the revaluation of capital 
assets, such as plant, in respect of which depreciation has been 
debited in the profit and loss account of the company and/or has 
been allowed by the department in the company’s income tax 
assessments, is exempt from tax under the abovementioned 
provisions. The following is an example: 

A grazing company, which has been allowed depreciation under 
S. 54 (2) (b) of the Commonwealth Act in respect of fences and 
other structural improvements, decides to revalue its station 
property and to issue bonus shares out of the profit arising. Is 
this profit simply a profit arising from the revaluation of assets 
not acquired for the purpose of resale at a profit, or is it partly 
a writing back of depreciation and partly a profit arising from 
such revaluation? 

Mr. McKellar White is of the opinion that the profit is exempt. 
Probably a “short way with the dissenters” is to say that the 
profit arises from the act of revaluing the assets and that it is 
nothing to the point that, incidentally, depreciation has been 
charged to profit and loss account in respect of those assets in 
previous ycars. 

My sole object in introducing this matter is to illustrate the 
inequities of the dividend provisions of the Acts in that, if 
Mr. McKellar White’s view does not prevail, then the whole of 
the dividend is tainted with assessability, even though the restored 
profits may represent only a trifling proportion of the total bonus 
dividend. 

Recommendation 


To overcome the anomalies and inequalities of the present 
provisions and to prevent any future confusion and complexity, 
it is recommended that the Commonwealth, New South Wales, 
South Australian and Western Australian provisions be amended 
as follows: 


(1) That the words “received from a company that does not 
carry on business in, or derive income from sources in 
Australia” be eliminated from the Commonwealth and New 
South Wales Acts. 

(2) That the words “to the extent to which they are paid” be 
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substituted for the words “paid wholly and exclusively” in 
all four Acts. 

(3) That consequential alterations be made to paragraph (c) of 
S. 44 (2) of the Commonwealth Act, and that this para- 
graph become (iv) of S. 44 (2) (b) of that Act. 

(4) That consequential alterations be made to S. 54 (2) (b) of 
the South Australian Act, and that that paragraph become 
(iv) of S. 54 (2) (a). 

(5) That the words “if the dividends paid from such profits are 
satisfied by the issue of shares of the company declaring the 
dividend” be eliminated from all Acts. It will then be 
immaterial whether the bonus dividend is satisfied by shares 
of the company, cash or specie. 

(6) That the words “where the dividends are paid wholly and 
exclusively” be omitted from S. 107 of the Commonwealth 
Act, and the following words substituted therefor—‘“to the 
extent to which the dividends are paid.” 


The effect of these alterations will be as follows: 


(1) The department will have to dissect the fund out of which 
a dividend is paid in those relatively rare cases where profits are 
distributed out of exempt income. As it is, the department must 
make strict inquiries so as to be sure that the dividend is exempt 
and the little extra work involved by adopting this suggestion 
is not comparable with the confusion and complexity, ambiguity 
and inequity inflicted on the tax-paying public. 

(2) Dividends will be exempt to the extent to which they are 
paid out of specified exempt incomes. It will matter not, therefore, 
if the exemptions under the several Acts differ. The shareholder 
will receive the proper exemption which the particular Legislature 
intended him to have. 

(3) The minds of directors and shareholders will be set at 
rest and some of the time of “income tax experts” will be spent 
in more gainful occupation. 





THE TAXABILITY OF DISTRIBUTIONS BY THE LIQUIDATORS OF 
CoMPANIES 


By “Criaupius” 


Section 47 of the Federal Income Tax Assessment Act, 1936- 
1938, reads as follows: 


47. (1) Distributions to shareholders of a company by a liquidator in 
the course of winding up the company, to the extent to which 
they represent income derived by the company (whether before 
or during liquidation) other than income which has been 
properly applied to replace a loss of paid-up capital, shall, for 
the purposes of this Act, be deemed to be dividends paid to the 
shareholders by the company out of profits derived by it. 

(2) Those distributions shall, to the extent to which they are made 
out of profits or income, be deemed to have been paid wholly 
and exclusively out of those profits or that income. 
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The New South Wales Act, S. 56; South Australian Act, S. 
56; Western Australian Act, S. 46; and Tasmanian Act, S. 35 
(2), contain provisions which are the same in effect. 

As dividends are exempt from ordinary income tax in Victoria 
and Queensland, distributions by liquidators of companies are 
similarly exempt in those States. 

Section 4 (2) of the Victorian Unemployment Relief Tax 
(Assessment) Act, 1933 (No. 4,171) as amended by the 
Unemployment Relief Tax Act, 1936 (No. 4,442), and Section 
2 (e) of the Fifth Schedule to the Income Tax (Rates) Act, 1938 
(No. 4,581), which relate to special income tax, make provision 
for the taxation of distributions by company liquidators in terms 
similar to those of Sec. 47 (1) of the Federal Act. 

Section 58 of the Queensland Income (State Development) 
Tax Act of 1938, provides as follows: 

Subject to this Act, the following incomes, revenues and funds shall 
be exempt from income (State development) tax . . 

(7) Dividends from any company. . . Provided that nothing in this 

provision shall be construed as exempting from tax— 
(i) Income derived as liquidation dividends, . . 

To what extent “liquidation dividends” represent “distributions 
to shareholders of a company by a liquidator in the course of 
winding up the company, to the extent to which they represent 
income derived by the company” has not yet been determined by 
the Courts. 

In appending some examples, the writer must point out that, 
although these amounts are assessable, they are normally subject 
to the same rebates as are dividends. 


Example 1 


The balance sheet of a company immediately prior to the 
liquidator making a distribution was as follows: 





Liabilities ‘ Assets 
£ 
Subscribed capital (200,000 Se. ce ss ce <x be 4o 
shares of £1 each) .. .. 200,000 
OS EES a te 
Profit and Loss A/c. .. 15,000 
£250,000 £250.000 











The reserve represents accumulated trading profits. The 
liquidator makes two distributions of 12/6 per share. 

As the surplus assets over and above subscribed capital must 
not be distributed before subscribed capital, the first distribution 
represents a repayment of capital, and, as such, is not subject 
to taxation. However, the second distribution would be taxable 
to the extent of 5/- per share, i.e., 40% of the amount received 
by shareholders in the second distribution would attract taxation; 
the balance would be exempt. 
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Example 2 

The ABC Co. Ltd., desiring to effect a reconstruction, arranges 
for the XYZ Co. Ltd. to take over its undertaking. The XYZ 
Co. Ltd. has a capital of £500,000, divided into 500,000 shares of 
£1 each. The shareholders of the ABC Co. Ltd. are to receive 
five shares in the XYZ Co. Ltd. for every two shares of the 
ABC Co. Ltd. held by them. 

The balance sheet of the ABC Co. Ltd. before the reconstruction 
is given below: 








Liabilities ‘ Assets 
£ 

Creditors .. .. .. .. .- 50,000 Land and Suieige .. «» 150,000 
Paid-up Capital -» «+ «+ 200,000 Piet .. .. .. +. 200,000 
Reserve .. .. 250,000 EEE nc 4s ae cs ce ow Se 
Profit and Loss| ‘A/c. .. 50,000 Debtors .. .. .. .. .. -. 60,000 
Investments .. .. .. .. 30,000 

RE AG ke sk te ae 

£550,000 £550,000 














The liquidator of the ABC Co. Ltd. distributed the shares as 
arranged. The shareholders would be taxable on the face value 
of three out of every five shares received by them in the new 
company. 


Example 3 

The Australian Manufacturing Co. Ltd. decided to go into 
liquidation. Its balance sheet was as follows at the date of the 
shareholders’ resolution : 














Liabilities Assets 
£ £ 

Sundry Creditors . .. .. 25,000 Cash at Bank .. .. .. .. 10,000 
Paid-up Capital (10,000 Investments .. .. .. .. 25,000 
Shares of £10 each) .. 100,000 Sundry Debtors .. .. .. 30,000 
Profit and Loss Appro- ee .. se «+ 20,000 
priation A/c. . .. .. .. 50,000 ,. ae .. +» 40,000 
Land and Buildings .. +» 50,000 
£175,000 £175,000 

==__=_=. 











If the investments realised £20,000, the land and buildings 
£40,000, and the remainder of assets their book values, the 
liquidator would pay £13/10/- to the holder of each £10 share. 
The additional £3/10/- is made up as follows: 


Profit and Loss Appropriation Account .. .. .. .. £50,000 
Less Loss on Sale of Investments .. .. .. £5,000 
Less Loss on Sale of Land and Buildings .. _ 10,000 

———_ £15,000 

10,000 Shares at £3/10/- each .. .. .. .. .. «. -- £35,000 
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The shareholders would be liable to tax on the £3/10/- per 


share. 


Example 4 

If, in the above case, the investments realised £27,000, and the 
land and buildings £58,000, the liquidator would pay £16 to the 
holder of each £10 share. The additional £6 is made up as 
follows : 


Profit and Loss Appropriation Account .. .. .. .. £50,000 
Profit on Sale of Investments .. .. .. .. .. .. .. 2,000 
Profit on Sale of Land and Buildings ye ee Ont ae 8,000 

10,000 Shares at £6 each .. .. .. .. .. .. .. .. £60,000 


It may be reasonable to assume that the investments, land and 
buildings were not acquired for the purpose of resale at a profit. 
In this case, shareholders would not be liable to tax on the 
£10,000 as the distribution would, to that extent, represent a 
distribution of capital profits. They would, however, be subject 
to tax on £5 out of each £16 distributed to them. 


Example 5 


The Quick Return Investment Co. Pty. Ltd. decided to go 
into liquidation and exchange its assets for shares in another 
investment company. Its balance sheet is given below: 








Liabilities ‘ Assets 
£ 
CE de a eee ee 5,000 Cash at Bank .. .. .. .. 10,000 
Paid-up Capital Se Shares in Companies .. .. 75,000 
Reserve .. 40,000 Bonds and Debentures .. 20,000 
Profit and Loss Appro- Land and Buildings .. .. 50,000 
priation Account .. .. 20,000 
“£155,000 £155,000 




















It appears that the company was subject to tax under Section 
21 of the Federal Income Tax Assessment Act, 1922-1934, and 
the corresponding provisions of subsequent Acts, on £30,000 of 
the reserve, and £15,000 of the profit and loss appropriation 
account. 

The shareholders would receive five shares in the second 
company for every three shares they held in Quick Return 
Investment Co. Pty. Ltd. The additional two shares would be 
paid for out of: 


Amount subject to Sec. 21 » call BGs as os. Se 
Amount not so subject .. .. ihe eas we 15,000 


£60,000 
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The shareholders would be subject to tax on 8/- per £1 share 
in the new company received by them. For Federal purposes 
they would receive two rebates—one in respect of 6/- per share, 
under Sec. 107, and the other in respect of 2/- per share, under 
Sec. 46. 

In New South Wales, South Australia, and Western Australia, 
the usual rebate should be allowed on the total amount taxed. 
In Tasmania, it appears that, under Sec. 82, a taxpayer would 
receive a rebate worked out in a manner similar to a rebate 
under Sec. 107 of the Federal Act in respect of that part of the 
6/- per share which has borne tax under Secs. 78 and 80. The 
2/- per share and the balance of the 6/- per share would not be 
subject to Tasmanian tax in the hands of the shareholders if the 
company had been taxed on this distribution of income. In 
Victoria and Queensland no part of the distribution of shares 
will be subject to tax in the hands of the shareholders for 
ordinary income tax purposes. However, the whole 8/- per 
share will be subject to Victorian unemployment relief tax and 
special income tax, and ne rebate allowed, as a company is not 
subject to these taxes. The question of the taxability under the 
Queensland Income (State Development) Tax Act appears to 
be, as previously inferred, somewhat uncertain. 

The writer desires to bring under notice the fact that now 
the averaging provisions of the Federal Act no longer apply, 
except in the case of primary producers, Sec. 107 requires 
alteration. This section provides for the allowance of a rebate 
on dividends paid wholly and exclusively out of profits which 
were previously taxed as undistributed profits under Sec. 21 of 
the Income Tax Assessment Act, 1922-1934, or the corresponding 
provisions of subsequent Acts. The rebate is ascertained by 
working out two assessments, one including the income subject 
to rebate, and the other excluding this income. The rebate is 
the difference between these two assessments. 

A little consideration of the position will reveal that the tax- 
payer is called upon to pay the amount of the second assessment— 
in other words, the amount of income subject to this rebate is 
really exempt from tax! Why, then, involve the department 
and others in the extra work of making out two assessments? 
The answer to this is that the average is increased, and this in 
turn increases the rate of tax for the next four succeeding years. 

Now that the averaging provisions of the Act no longer apply 
to the majority of taxpayers, this extra work seems to serve no 
good purpose. It is, therefore, suggested that a second sub-section 
be added to Section 107, providing that, where Division 16 of 
the Act does not apply to a particular taxpayer, the income 
referred to in the existing Section 107 should be treated as 
exempt dividends. I think that the existing provisions of the 
Act would be sufficient to cover the case where part of the 
deductions relate to this class of dividend. 
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Gotp Mininc INcoME Tax ASSESSMENT UNDER THE WESTERN 
AUSTRALIAN STATE ACTS 


By J. B. ATKINSON, A.F.1.A., A.LLS. 


The volume of the goldmining industry and its importance in 
the national economy combine to make the taxation of its income 
a matter of general as well as technical interest. 

Quite different policies have been adopted by this State’s 
Government in its treatment of companies and individuals under 
the various assessment Acts in force, and for this reason they 
have been treated separately in the ensuing discussion. 

The Assessment Acts referred to are the Income Tax Assess- 
ment Act, the Goldmining Profits Tax Assessment Act, the 
Financial Emergency Act, and the Hospital Fund Act as amended 
to 15/5/39. 

The Gold Mining Company. The gold mining company is 
liable for assessment under all four of the Acts mentioned. 

The assessment provisions of the Income Tax Act, the Hospital 
Fund Act, and the Financial Emergency Tax Act, are identical. 
The Gold Mining Profits Tax Assessment Act does not allow an 
important exemption in connection with paid-up capital. 

“Gold mining,” for the purposes of the Gold Mining Profits 
Tax Assessment Act includes “all modes of prospecting and 
mining for and obtaining gold, and the realisation of the gold when 
extracted from the ore or other material in which it is contained,” 
accordingly it would appear that this Act could apply to under- 
takings not treated as gold mining concerns under the other Acts. 
(See later re mining under the State Income Tax Assessment 
Act, etc., also.) 

The Income Tax Assessment Act 

Assessable Income. The following is the principal provision 
relating to assessable income in the above Act. 

“Section 17: (1) The assessable income of a taxpayer shall 
include— 

(a) Where the taxpayer is a resident of the State, the gross 
income derived by him directly or indirectly from all sources in 
the State, and dividends from any company, whether incorporated 
in the State or not, and whether paid out of income derived from 
sources inside or outside the State; and 

(b) Where the taxpayer is a non-resident of the State, the 
gross income derived, directly or indirectly, from all sources in 
the State, 
which is not exempt income.” 

Though it is usually the place of sale or delivery which 
determines the source of income in this State, yet with gold 
mining, Section 40 provides that where profits, bonuses or 
premiums are derived from the sale of goods produced in mining, 
no matter where these goods may be sold or delivered, the monies 
will be assessable income in this State only if the goods have 
been produced in Western Australia. 
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The provisions particularly applicable to gold mining companies 
are contained in Sections 15 (0), 121 and 122. 


Exemptions 


Sale of Rights to Mine. Section 15 (0) provides exemption 
for income derived by a bona fide prospector from the sale, 
transfer or assignment by him of his rights to mine for gold 
in a particular area in the State. For the purpose of this 
paragraph “bona fide prospector” means “a person who has 
carried out the whole or major part of the field work of 
prospecting for gold in the particular area, or who has contributed 
to the expenditure incurred in the work of prospecting and 
development in that area.” 

Examining this paragraph, bearing in mind that it is 
undoubtedly the intention of the Act to encourage prospecting for 
gold, and that “person” includes company, it is found that— 

(a) In order for this section to apply at all, prospecting must 
be done. This presupposes that the existence of gold within the 
area in question was not previously proved, and that an attempt 
has been made to prove its existence. Whether the attempt has 
been successful or not does not appear to have any bearing on this 
section. 

(b) The “particular area” undoubtedly refers to the area in 
which the prospector has the right to mine. 

(c) It would appear that any right to treat dumps would not 
come within this provision, as no “prospecting” is done. 

(d) Where a prospector pegs portion of an old lease not 
abandoned through the lode running out, the existence of gold 
has been previously established in that area of which such portion 
would be a part. However, since the previous lease may have 
been up to twenty-four acres in extent, and having regard to the 
intentions of the Act, it is considered that, so long as the major 
part of the work was not carried out on the portion consisting 
of the old discoveries, exemption would not be refused on that 
account. 

(e) On account of difficulties of proof, common sense dictates 
that, in considering whether “the major part of the field work” 
has been done, the Act does not mean the major part of all the 
field work that has ever been done, but the major part of that 
which led to the sale of the right to the mine, the profits from 
which are the subject of consideration. Therefore, these words 
are merely part of the machinery for determining who, out of 
those interested in the lease, is entitled to exemption. 

(f) Field work is generally recognised as including loaming, 
shaft sinking, diamond drilling, costeening, etc. 

(g) As regards a person contributing to the expenditure 
incurred in the work of prospecting and development, it will be 
noticed that : 

1, There is no minimum amount to be contributed. 
2. If he contributes to the expenditure of prospecting, but not 
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the exemption would not. extend to him. 


Presumably expenditure could not be on prospecting after gold ; 


was discovered. 


Summing up, the effects of this section appear to be to make J 
assessable any share of income derived by a person from the sale, 9 


transfer, or assignment of rights to mine in a particular area in 
this State where he: 


(a) gave other than financial assistance to a prospector who ff 


seemed to have got on to a likely piece of ground, 


(b) gave financial and/or other assistance to a prospector § 


after gold was discovered, 


(c) Contributed to prospecting but not to development 4 


expenses where the latter were incurred, 


(d) did not prove the previously unknown existence of gold ‘ 


in that area, 

(e) performed the minor portion of the field work of pros- 
pecting for gold in the particular area, and did nothing 
else. 

Section 121.—Deduction of Development Costs 

“A mining company shall be allowed a deduction for money 
expended in the State in development of its mining property, 
including money expended in testing and working mines held 
under an option of purchase. 

“For the purposes of this Section, the term ‘development’ shall 
include all underground mining work, the cost of which is not 
deductible under Division 3.” 

Division 3 deals with general deductions. 

Thus, apart from the usual allowances for depreciation of 
plant and machinery and other outgoings allowable in any 
business, by reason of the special nature of the undertaking, a 


gold mining company is allowed a deduction for development in 7 
one sum in the year in which such expenditure occurs. Should § 
this result in a loss, the amount of such is an allowable deduction § 
for the next three years or until exhausted, whichever occurs § 
first, in the same manner as an ordinary company’s loss. This § 


time limit would be to the detriment of a new mine. 
Development expenses would properly include shaft sinking, 
diamond drilling, and general exploration work, in addition to 
the work specifically mentioned in the Act. 
It is important that it be a “mining” company, as it is quite 
possible to conceive of a gold winning company incurring what 


could properly be called development expenditure without it being § 
a mining company, i.e., a company whose operations come within § 
the following definition of mining, “in a general way excavating § 
the earth for the purpose of obtaining metals or valuable ore,” 9 


(Australian State Quarries v. Federal Commissioner of Taxation). § 
Interstate concerns must watch the fact that the development § 


must be done in Western Australia. 


AUG. 


of development, where such is done, it would appear that 5 
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Section 122.—Companies’ Exemption Re Paid-up Capital 


“A company, other than a coal mining company, which 
carries on mining operations as its principal business, shall be 
exempt from taxation under this Act until the profits derived 
by the Company after 30/6/24, as assessed under the previous 
Acts and the taxable income as assessed under this Act equal the 
amount of capital paid up in cash after that date, and tax shall 
only be payable on the taxable income of the company so far 
as such profits and taxable income aforesaid exceed the amount 
of capital paid up in cash after that date. 

“If the company carries on mining operations in and out of 
the State, or carries on any business other than mining the 
exemption under this Section shall be limited to the capital 
invested by it in the mining business in Western Australia. 

“Provided that the company shall as and when required by 
the Commissioner supply information showing full details as to 
how the capital was expended and what assets were acquired with 
the capital paid up after 30/6/24.” 

It will be noted that, although mining must be a company’s 
principal business before this provision will apply, there is no 
machinery provided for determining when this is the case. Each 
case is decided on its merits. What constitutes a mining operation 
has been mentioned in connection with Section 121. 

The provision that the capital must be paid up in cash will, 
of course, exclude vendors’ shares issued as fully paid, and the 
like, from the reckoning. 

The further limitation of the extent of the exemption granted 
by reason of the second paragraph, though reasonable enough, 
would probably present considerable practical difficulties unless 
entirely separate accounts were kept for the undertakings in this 

tate. 

The identification of profits for the purposes of this Section 
with taxable income should be particularly noted. This means 
that all the provisions mentioned to date will apply and unless 
the “taxable income” thus arrived at plus the previous “taxable 
incomes” after 30/6/24 exceeds the capital paid up in cash since 
30/6/24, tax will still not be payable. If there is an excess, tax will 
be payable on the excess alone. 

The Gold Mining Profits Tax Assessment Act does not allow 
this exemption granted under Section 122, though, as previously 
mentioned, the Financial Emergency Tax and Hospital Fund 
Acts do. 

General 

Leases. In case any doubt should arise, I have thought it best 
to mention that the provisions relating to leases in the Income 
Tax Assessment Act, which are based on the similar Common- 
wealth provisions, apply to gold mining concerns as well as 
ordinary business. 

Losses. It will be noted that, since any profit therefrom would 
not be assessable, any loss on the sale of rights to mine by a 
bona fide prospector would not be an allowable deduction, but 
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even though Section 122 would apply to exempt a company’s | 


income if it made a profit, the Commissioner will allow any loss 
to be deducted from any other income it may receive. 
Commonwealth Act. There is no provision in the State Act 


similar to Section 77 in the Commonwealth Act re exempt | 
business losses and neither is exempt income taken into account 


in arriving at the amount of an allowable loss to be deducted. 


Summary of Gold Mining Company’s Position 


Speaking generally, it is as follows as regards the Income Tax 
Assessment Act. In the case of a resident company, it will be 
liable to account for the income derived from a mine in or out 
of Western Australia if the income is received in the form of 
dividends, but if it is received in the ordinary way as profits, 
the mine must be in Western Australia before liability arises. 


A non-resident company is liable for assessment only where § 


similar profits are derived by it from a mine in Western Australia. 


Should a company be a bona fide prospector, the sale of the J 


relevant rights to mine will not be assessable. Losses made in 
trying to earn such income are not deductible. 

All development costs in Western Australia are deductible in 
the year in which they are incurred. 

A gold mining company is not assessed on what would other- 
wise be its taxable income unless its “taxable incomes’’ since 
30/6/24 exceed the capital paid up in cash and invested by it in 
the mining business in Western Australia since that date. It is 
only the amount of any such excess which is taxable. Should a 
loss be made in trying to earn a profit that this provision would 
exempt, such a loss would be deductible from any other income 
the company may receive. 

The Hospital Fund and Financial Emergency Tax Assessment 


Acts’ provisions are based on the Income Tax Assessment Act | 
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and contain no provisions peculiar to the gold mining company § 


only which differ therefrom. 
The Gold Mining Profits Tax Assessment Act follows out the 


Income Tax Assessment Act with the exception that the deduction 


re paid up capital is not allowed. 

An actual example will, perhaps, help illustrate the gold mining 
companies’ position with greater clarity. 

Supposing we have a resident company incorporated on 
30/6/35. Its paid-up capital is £10,000, including £2,000 issued 
as fully paid to the vendors of its property, and £1,000 invested 
out of the State. It showed a taxable income of £350 for the year 
ended 30/6/36. It showed a loss for taxation purposes of £300 
in 1937 by reason of development deductions allowed. For the 
vear ended 30/6/38 the following facts are ascertained. Income 
£5,000 (including £1,250 coming from the sale of rights to mine 
in the State by the company as a bona fide prospector; £200 from 
an ex-State gold mine, and £100 from State gold mining 
dividends) ; working expenses £800, development expenditure 
£500. The company would be assessed as under for the year of 
income ended 30/6/38: 
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LT., F.E. and H.F. G.P.T.A. 
eae 5,000 5,000 
Less Exemption .. .. .. 1,250 1,250 Sec. 15 (0) (1.T) 
Less Non-assessable ree 200 200 Secs. 17, 40 (1.T.) 
1,450 1,450 
Assessable Income .. .. .. 3,550 3,550 
Less uctions— 
Working Exs. .. .. .. 800 800 
Development .. .. .. 500 500 
Previous Loss C/fwd. . 300 300 
—— 1,600 1,600 Sec. 80 (1.T.) 
Income Taxable, but for 
“Capital Exemption” . 1,950 1,950 
Capital '*Exemption’’— 
Paid-up Capital . .. .. 10,000 
Less ex-State Investment . 1,000 
Less Vendors’ Shares .. .. 2,000 Sec. 122 (1.T.) 
Less Net Taxable Income to date 50 
3,050 
Extent of Capital Exemption 
“|S . Fer 6,950 
Income to be Taxed .. .. — 1,950 Sec. 9 (G.P.T.A.) 


The Shareholder of a Gold Mining Company. The shareholder 
of a gold mining company is not assessed for Gold Mining Profits 
Tax or Financial Emergency Tax or Hospital Fund, but is 
assessed under the Income Tax Assessment Act on the dividends 
derived by him. 

The Income Tax Assessment Act. It is the Commissioner’s 
practice to assess all residents, whether individuals or companies, 
for all dividends derived from any source, but not to assess non- 
residents, whether individuals or companies, for any dividends 
at all. 

Thus the non-resident gold mining company shareholder is 
exempt in this State. (For all practical purposes the definitions of 
“Resident” and “Non-resident” are identical with the Common- 
wealth Act when “State” is substituted for “Australia.”’) 

The resident gold mining company shareholder is compensated 
to some degree by certain rebate provisions. Section 45 provides 
that a shareholder shall be entitled to a rebate on the amount of 
dividends received, less any allowable deductions from dividends 
under the Act at— 


(a) the rate of tax payable by him on income from property, or 

(b) the rate of tax payable by companies for the year of tax, 
whichever is the less. 

Provided that if a dividend is paid from profits exempt under 
Section 122 the rebate shall be at the rate of tax payable by him 
on his income from property. 

At present the rate of tax on income from property is the same 
as that on ordinary income. 

It will be noted that where profits are exempt in the hands 
of the distributing company by reason of other than Section 122, 
eg., Section 15 (0), the proviso will not apply. 

In the case of the shareholder who is a company, this proviso 
is immaterial, in any case, but though the effect of the rebate 
is to make no tax payable on these dividends, yet its inclusion 
in assessable income will lessen any loss, or the amount of loss 
to be carried forward. 
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In the case of the shareholder who is an individual the proviso | 
operates to make no tax payable in respect of these dividends, 5 
but, though its inclusion may result in the allowing of some | 
concessional deductions under Section 78, yet the amount of any § 
loss or loss carried forward will be lessened, the Statutory 9 
exemption decreased, and the rate of tax on his other income 7 
increased. BE: 

It will be noted that there is no deduction for calls as is the % 
case under the Commonwealth Act. a 

The Individual Gold Miner. The individual is more favourably 
treated than a company. Generally speaking, his position is that | 
he is not liable for Gold Mining Profits Tax, and under the Income © 


Tax Assessment Act profits on the sale of rights to mine by a 9 


bona fide prospector are not assessable, and profits from the 7 
working of a mining tenement are only assessable when they have % 
exceeded the capital expenditure. Under the Financial Emergency © 
Tax and Hospital Fund Acts the last-named concession is not 7 
granted, but otherwise there are no assessment provisions peculiar 7 
to the gold miner only which differ from the Income Tax 
Assessment Act. 

Examined in more detail, the position is as under: 

The Income Tax Assessment Act. Identical provisions to those 
discussed in the case of a gold mining company apply to the 
individual gold miner in connection with what decides whether 
his income is assessable, leases, the sale of rights to mine by a 
bona fide prospector, and the dissimilarity with the Common- 
wealth Act’s provisions. The same principle of making a loss 
deductible only if any profit from that source would have been 
assessable also applies. 

The deduction for development and, of course, exemption re 
paid-up capital do not apply. 

To some extent supplanting the latter provisions is the 
foliowing : 

Exemption to Extent of Capital Expenditure. This exemption 
is provided for in Section 120, which reads as follows: 

“A person (other than a company) deriving income from a § 
mining tenement, as defined by the Mining Act, 1904, and © 
amendments thereto, worked by him or on his behalf, shall not @ 
be liable to pay tax on such income until that income including 
all income which was subject to a similar exemption under the § 
previous Acts has exceeded the amount of the capital expenditure / 
by him on such tenement.” * 

The definition of “Mining Tenement” is, “any land applied 9 
for, held, occupied, used or enjoyed under a lease or application 
therefor, or as a claim, or any area, water race, drain, dam or 
reservoir; any stack or accumulation of earth containing gold 
or any other mineral; or any easement taken up, held, occupied 
used or enjoyed under or by virtue of a miner’s right.” 

This definition would appear to include the lease of a tailings 
area in the exemption. 
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The similar exemption in the previous Act was identically 
worded for all practical purposes. The section really operates 
to give exemption until taxable income exceeds capital expenditure. 

The ordinary meaning of mining capital expenditure should 
be followed, e.g., purchase of plant, shaft sinking, purchase of 
lease, development work, etc. 


Summary of Individual Gold Miner’s Position 


Briefly it is this under the Income Tax Assessment Act: 
Should the gold mine be situated out of Western Australia he 
will not be liable to account for his income. If it is situated in 
Western Australia he will be liable to account for his income even 
if he is a non-resident. Should he be a bona fide prospector the 
money from the sale of the relevant rights to mine will not be 
assessable. If he is working a mining tenement his profits are 
exempt to the extent of his capital expenditure. Any loss 
incurred in connection with trying to earn the first of these two 
exempt incomes is not deductible, but in the second instance it 
is deductible. When the individual worker of a mining tenement 
is assessable, he is on the same footing as an ordinary business 
man. 

He is not liable for Gold Mining Profits Tax. 

He is not given the concession re exemption till he has 
recouped his outlay when being assessed for Hospital Fund and 
Financial Emergency Tax. 


Rates of Tax 
The rates of tax at present in force are as under: 
Gold Mining Company— 


i Ci Ns 4e «deh oe ve 1/54 in £1 
Pe ca -asise we we os 14 in £1 
Gold Mining Profits Tax .. .. .. 1/4 in £1 


Financial Emergency— 


Where the net assessable income is less than £200... .. .. .. .. .. .. 4d. in £l 
Where the net assessable income is not less than £200 but less than £312 . .. Sd. in £1 
” o . . . a a 6 - meee ss in £1 
£416 £494 7d. in £1 

£494 £572 8d. in £1 

£572 £650 9d. in £1 

£650 £728 . 10d. in £1 

£728 £806 . .. Ild. in £1 

£806 . 12d. in £1 


Individual Gold Miner— 

PTD. 06. es h0'es 33! a0 Ge sess se ae SRE. 
Income Tax— 

Taxable income up to £101, the rate = 2d. in £1, less 20%. 

Taxable income = £101, the rate = 2-007d. in £1, less 20%, 
and increases ‘007d. (less 20% ) for every £ thereafter, until the 
taxable income exceeds £6,672, when the rate is 4/- in the £ (less 
20%). Financial Emergency Tax 

For persons with eligible dependents, the rate ranges between 
4d. per £ at £200 per annum, and 1/- at £806 per annum. 

For other persons, the rate ranges between 4d. per £ at £78 per 
annum, and 1/- at £806 per annum. 
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Ways and Means of Raising Capital for New 


Enterprises and for Expansion of Existing Industries 
By G. LorMER, F.I.C.A. 


(A Lecture delivered at a meeting of the Victorian Division of the 
Commonwealth Institute of Accountants) 


The term “raising capital” is a peculiar one, and it is not 
quite clear why the word “raising” should be used in this 
connection. Actually, the raising of capital in the accepted sense 
is a transferring of capital or savings from one use to another. 


Sources of Capital 


There is an important difference between capital put into an 
enterprise by those who are actively engaged in its management, 
and capital put in by the general body of outside investors who 
have no connection with the business, other than as shareholders. 
There is a class of investor in between the two, consisting of 


people who know a good deal, in a practical way, about the § 
business in which they invest, and have a close contact with the § 


management, without participating in the management themselves. 

People who manage a business themselves and have their own 
money in it sometimes do not sufficiently appreciate the position 7 
of the outside shareholders who put their money into the hands § 
of other people, knowing little of how it is to be used and 
relinquishing any direct control over it, except that which they 
may exercise should the business fail, when it would probably 
be too late to protect their capital. In view of the position in 
which the outside shareholder stands, it is surprising that the 
investing public are so willing to put up enormous sums for | 
public companies, taking more or iess risk, the reward for which 
may or may not prove to be adequate. The reason for this rather 
remarkable state of affairs lies in the degree of confidence which 
investors have in the promoters, directors and managers of public 
companies, and in the profit-earning capacity of the businesses 
they control. 

This comment does not refer to very speculative enterprises 
such as some gold mining ventures, which appeal to the greed 
and avarice of the gambling type of investor, but relates to 
businesses which appeal to the general investor, who exercises 
care and judgment and who, if he thinks the reward will be 
reasonable, is willing to take a certain amount of risk, provided 
he has some assurance of the safety of his capital. 


Confidence 


The matter of winning the confidence of the investing public 
is the foundation of the subject with which we are dealing, 
and in this connection it is interesting to refer to the extensive 
provisions of the Companies Act designed to ensure that the 
shareholders receive adequate information and protection. Whilst 
the purpose of the Companies Act is partly for the protection 
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of creditors, it is equally for the protection of shareholders. In a 
slightly different manner, the requirements of the Stock Exchange 
in regard to the listing of companies for quotation are also 
designed for the protection of shareholders. 

Those who want to raise capital are apt to take such a close 
view of the needs of the business they are conducting and of 
the advantageous uses to which new capital can be put, that they 
fail to see the position of the investor in its right perspective. 
After all, those who provide all or part of the capital of a 
company are the owners of the business, or of a part of it. They 
are in the position of an owner who is not the boss (except for 
a few minutes once a year), and should not be regarded as a 
far-away class of people who have been granted the privilege 
of taking up shares, but are to be given only so much consideration 
as is necessary to keep them quiet. 

The importance of understanding the point of view of the 
investor, and the necessity of meriting his confidence, is the first 
major point pertaining to the subject before us, and is an 
essential prerequisite to the raising of capital in a manner which 
will be a permanent success. 

It often happens that promoters, in their eagerness to obtain 
capital, lose sight of the fact that the prime consideration should 
be the erection of a permanent structure on sound foundations. 


Obtaining Capital Privately 


In the brief time available it will not be possible to do more 
than mention the method, sometimes adopted by those who are 
running a business, of obtaining capital from friends or business 
associates. This method is usually necessary in the early stages 
of an enterprise, but if the business grows and it is necessary to 
go to the general public later for subscriptions, the method followed 
earlier may, in some respects, prove to be a handicap, in that 
those who put in capital privately may have secured certain 
exclusive rights which place the public shareholders who come 
in later in an inferior position, thus militating against a successful 
issue of shares to the public. 

There is also another difficulty which frequently arises when 
a company, which has hitherto been carried on with the support 
of personal friends of the management, needs to make a public 
issue. It is often found that the memorandum and articles of 
association may have been quite appropriate when affairs were 
carried on privately, but require drastic alterations to comply with 
the Companies Act and the Stock Exchange requirements, 
preparatory to setting up an adequate capital structure and 
appealing to the public for capital. Such alterations may prove 
inconvenient and expensive. 

A third difficulty, which is rather a delicate matter to speak 
about, but which is of great importance from a practical point of 
view, is caused by the methods of accounting sometimes followed 
in private businesses, namely, the adoption of very conservative 
principles in arriving at annual profits. The motive for this is 
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usually a very proper one, but, when it becomes necessary to 
publish, for the information of prospective investors, something 
of the profit-earning capacity of the business, an awkward position 
may arise from the fear that the Commissioner of Taxes 
may not view the practices followed in the past as being as 
virtuous as the management believed. On the other hand, the 
management may hesitate to make public the actual profits earned 
in the past, for fear of disclosing something to competitors. This 
fear is usually exaggerated, and most successful businesses make 
very full disclosures to their shareholders without giving any 
advantage to their competitors. 


Stages at which Capital is Raised 


The stage at which a business may be, when it raised outside 
capital, has an important bearing on the questions to be con- 
sidered and the procedure to be adopted. Whilst the principles 
applicable to the raising of capital will apply more or less in all 
cases, the details of the problem will vary considerably according 
to the stage of development of the particular business. The 
various stages may be broadly classified as follows: 

(1) An entirely new enterprise. 

(2) An enterprise already started, but not fully developed. 

(3) An established and well developed enterprise. 

Furthermore, there will be a wide difference between the 
two extreme cases of a small business promoted by people unknown 


to the public, and a great national enterprise sponsored by people 
well-known to the public as successful managers of big concerns. 


Small Businesses 


A difficult problem sometimes confronts those who are 
running a small business which has got beyond the point of 
obtaining adequate capital privately, or securing sufficient finance 
from bankers, but which is not in a position to make a public 
issue, either because the business has not attained a sufficiently 
stable earning capacity, or because the issue would be too small 
to create an adequate public market. 

This matter was given some prominence in the Report of the 
Macmillan Committee on Finance and Industry presented to the 
British Government in 1931. This committee emphasised that 
there was no widely known means for the provision of medium- 
term credit for small industries for periods such as two, five, 
or even ten years, and that there was no clearly defined way in 
which the small trader or manufacturer could raise permanent 
capital. It, therefore, suggested the formation of a company to 
devote itself particularly to those smaller industrial and commercial 
issues. 

Something has been done in the way of providing finance 
for small industries in Great Britain by the United Dominions 
Trust Ltd., through a subsidiary called Credit for Industry Ltd., 
by way of debenture loans. 

The Charterhouse Investment Trust Limited also formed The 
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Charterhouse Industrial Development Company Limited, for the 
specific purpose of providing permanent capital for the smaller 
British industrial undertakings. Very little progress has been made 
in Australia towards providing credit for small industries, apart 
from what is done by the banks, from which source industry of 
all sizes gets very helpful treatment, but the nature of banking 
practice limits the amount of permanent capital which can be 
made available to small industries by banks. A very commendable 
commencement has been made in Adelaide by the Industries 
Assistance Corporation of South Australia Limited, to assist 
small industries not only by finance (usually in the form of 
guarantees for bank loans), but also by advice and guidance on 
matters of organising the business and selling the product. This 
corporation has the active support of the Chamber of Manu- 
factures, and has also received the assistance of the South 
Australian Government, which is represented on the Board of 
Directors and has advanced some £25,000 to the company. 

It is interesting to recall that the Royal Commission on 
Banking and Monetary Affairs, appointed by the Commonwealth 
Government, devoted some attention to the subject, and recom- 
mended that the Governments, with the assistance of the 
Commonwealth Bank, should investigate the problem of setting up 
an institution to supply the needs of small concerns in secondary 
industries. 

Raising Capital from the Investing Public 

There are four methods to which attention should be given in 
a lecture of this kind: 

(1) Employment of a member of the Stock Exchange, with or 

without an underwriting contract. 

(2) Employment of a broker, not a member of the Stock 
Exchange, sometimes referred to as an “outside broker.” 

(3) Direct appeal to the public, by advertisement or otherwise, 
without the services of a broker. 

(4) The issue of further shares to those who are already 
shareholders, either at par or a premium. This applies only 
to issues of additional capital by companies whose shares 
are already held by the public. 


It will be necessary here to deal mainly with public issues of 
capital, in which the services of a member of the Stock Exchange 
are utilised, but before doing so, a brief reference may be made 
to the other methods referred to. 

In regard to outside brokers, it may be noted that there 
are several large and important public companies operating 
to-day with shares listed on the Stock Exchange, for which the 
original public capital was successfully obtained by outside 
brokers, but some other companies have had cause to regret 
the employment of outside brokers. The reason is that outside 
brokers are not subject to regulation or control by a body such 
as the Stock Exchange, with the result that some unscrupulous 
people have functioned as outside brokers with no other purpose 
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than to sell shares by high pressure salesmanship, irrespective 
of the consequences to the company or the investors. Therefore, 
the utmost care and most searching enquiry should be made 
before an outside broker is engaged. The new Victorian 
Companies Act has very stringent provisions relating to what is 
known as “share-hawking,” and in consequence, it is probable that 
the day of the outside broker is passing. 

As to direct appeal to the public without the services of a 
broker, the only reason which could be advanced in favour of 
this method is the hope of saving the brokerage or underwriting 
commission charged by a broker. It is fair to say that the com- 
paratively small amount saved in this way may be lost many 
times over through dispensing with the services of an expert 
in this matter, and a careful study will show the importance of 
employing a member of the Stock Exchange, and the mistakes 
which may be made if this course is not followed. 


New Issucs to Shareholders 


If a company has a sufficiently large number of shareholders 
and has a good dividend-paying record, with its shares standing 
in the market above par, it is frequently possible to obtain 
additional capital by offering to shareholders the right to take 
up new shares in proportion to their shareholding at a given 
date, when the books of the company would be closed for 
determining the list of shareholders. 

It may be that shares of the company are standing on the 
market at a substantial premium, and it will be for the directors 
to decide whether the new shares will be offered at par, or at 
a price above par but sufficiently below the current market price 
to give a strong inducement to shareholders to apply for the 
new shares to which they are entitled. 

If the shares are issued at a premium, the company thereby 
obtains additional funds by way of a share premium reserve, thus 
strengthening finances and making it easier to earn dividends on 
the par value of the shares. On the other hand, shareholders 
may not be pleased at being asked to pay a premium for shares 
issued to them by their own company. When the issue price is 
par or at a price substantially below the price at which the 
shares stand in the market, there should be a good response from 
shareholders if the company has been treating them well in the 
way of dividends. It is, however, unlikely that every shareholder 
will have the ready cash to take up additional shares. For this 
reason it is usual to furnish to shareholders, not only an application 
form, but also a renunciation form by which the shareholder can 
renounce his rights to take up his quota of the new shares in 
favour of another person, who would purchase the rights and 
also sign the form, accepting the rights, together with the 
obligation to pay to the company the issue price of the shares. 

If the new issue is being made at an attractive price, there would 
be a market for the rights, which would be dealt in on ’Change. 
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Public Issues of Capital 


It will be helpful to direct your attention to eleven important 
points which demand the utmost consideration by promoters or 
directors of companies which require to raise capital by means 
of a public issue. 

These eleven points do not cover everything relating to the 
subject, but it is necessary to deal particularly with each of these 
points in this lecture. Some of these points are largely internal 
matters, but they should be examined in relation to the presen- 
tation of a case to investors to induce them to subscribe the 
necessary capital : 

The needs of the business in the way of capital ; the amount 
of capital required immediately, and the amount which 
may be required in the future. 
The use to which the new capital is to be put. 
The calibre of the management which will have control 
of the capital, and the sponsorship under which a public 
issue of capital is to be made. 
Whether a stockbroker should be employed or not. 
The kind of security which should be issued. 
The amount of inducement by way of interest or prospec- 
tive dividends, security for capital, and other advantages, 
which it is necessary to hold out to prospective investors 
to attract the required amount of capital. This becomes 
largely a matter of the earning power of the business and 
the ratio at which such earning power should be capitalised. 
The legal points in the issuing of capital. 
The timing of the issue. 
Whether the issue is to be underwritten or not. 
The presentation of the case to potential investors. This 
would usually be by way of a prospectus. 

. The procedure whereby the issue will be launched and 
carried to a conclusion. 

It will be convenient first of all to make some general comments 
which may have an important bearing on the above points. 

The actual flotation of an issue of capital requires a technique 
involving experience and judgment of a nature which is not 
usually possessed by those whose training and experience have 
been devoted to the enormous complexities of the manufacture 
and selling of goods. The reason for this is that the problem 
of obtaining the use of other people’s capital is a very different 
matter from the buying and selling of goods. Quite different 
rules apply, and a different psychology governs the actions and 
emotions of people who have money to invest, compared with 
those who are intent on the buying or selling of goods. 

For example, the practice of approaching a number of com- 
petitors with a view to buying goods as cheaply as possible may 
prove disastrous if applied to the raising of money. The reason 
is that money is very liquid and is aiso very sensitive, and all 
money is the same. Touch the money market in one place, and 
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ripples spread with remarkable rapidity. If a seeker of capital | 
approaches the money market in a number of different places 
at once, investors and financiers are so sensitive that the credit 
of the borrower is immediately affected. If a borrower is trying 
all around the place to raise money, investors will think that such 
borrower’s securities are not readily being accepted and, almost 
in a flash, investors will become shy and rates will tend to rise 
against such borrower. This danger may be avoided in the 
following ways— 

1. By utilising the services of a broker who knows the feeling 
generally of both borrowers and lenders, and can approach 
many lenders without mentioning the name of the borrower, 
and without disclosing the whole position at once, thus 
avoiding any disturbance whatsoever. A broker has ready 
access to the reservoirs of capital. He is constantly in 
touch with both lenders and borrowers and, by careful 
negotiation, can bring them together on terms which are 
evenly balanced between the two. 

The second of these ways is by making a public issue. Here, 
also, the conditions are very different from those which apply | 
to tangible goods, because the terms must be fixed irrevocably 9 
before the issue is offered, and cannot be altered even § 
though the response may be much better or worse than FJ 
anticipated. 
The third method is to make a contract with an under- 


writer. Naturally these three methods may overlap one 
another. 


Having made these comments, let us now corsider points 1 to 
11. 

Taking point No. 1—“The needs of the business in the way of 
capital; the amount of capital required immediately, and the 
amount which may be required in the future.” 

This matter calls for something akin to budget procedure, both 
in regard to the financing of fixed assets and the provision 
of working capital for such things as stock, book debts, and 
current expenses. Without sound budgeting for present and 
future capital requirements, a business may become under- 
capitalised or over-capitalised. 

The budgeting of capital requirements is just as necessary in 
principle for a new enterprise as for one which has been in 
existence for a number of years. In either case, the promoters 
or directors must not allow their commendable enthusiasm to 
cloud their dispassionate judgment on capital requirements. In 
regard to a new enterprise, the prospects are sure to appear 
attractive, otherwise there would not be an urge to establish it. 
This is all the more reason for the accountant and the technical 
expert to set out the whole enterprise in terms of figures, as, 
otherwise, it would be like a builder or an engineer setting out 
upon a work of construction without blue prints, specifications, 
quotations and costs. 
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The accountancy profession, to its great credit, has developed 
to a high degree the predetermination of manufacturing costs; 
so much so that, if actual costs do not agree with predetermined 
costs, it is known that the excessive actual costs are brought about 
by errors in manufacture. The accountant should be employed 
in a similar capacity, to budget for capital requirements, and, 
in so doing, must protect directors and managements, and 
ultimately the investors, by guarding against the danger of looking 
to new capital as the line of least resistance in meeting problems. 
To take a few examples: 


(1) Assuming that a business cannot meet the demands of its 
customers owing to lack of sufficient equipment, and shortage 
of finance to carry stock and book debts, additional permanent 
capital may be the remedy. But, on the other hand, the demand 
may be exceptional or seasonal, or it may be due to a business 
cycle which has nearly reached its peak. In the latter case, the 
record of the business over the immediately preceding years is 
probably such as would make a good impression on intending 
investors, who would, however, be in danger of putting their 
money into a business, seemingly prosperous, only to see it 
almost immediately fall below expectations. 

(2) Take another example where, we will say, the bank is 
pressing for a substantial reduction in an excessive overdraft. 
It may be that the business has expanded to a point where 
finances require consolidating and new permanent capital may 
be the remedy. On the other hand, it may be that the business 
is going into a decline, and the directors would show faulty 
judgment if they were to think of getting in more fixed capital to 
bolster up a declining business. 

Therefore, the accountant is needed to draw up schedules 
showing the use of capital in the past and the present financial 
position in relation to earnings and turnover, and such schedules 
would be sectionised or analysed in a manner appropriate to, the 
nature of the business. It is necessary to examine the various 
classes of capital, such as share capital, debenture capital, loans 
and overdrafts, as well as reserves, in relation to the assets in 
which the capital is employed. In studying the utilisation of 
capital, it is necessary to have reliable figures as to the productivity 
of fixed assets and the rate of turnover of current assets. 

In similar manner, budgets must be prepared for future capital 
requirements to determine the additional capital, if any, necessary 
for expanding production and for the distribution of an increased 
turnover, making all prudent allowances for contingencies, and 
forestalling any miscalculation which might render new capital 
unprofitable, and also ensuring that the new capital will be 
adequate for the purpose. 

Point No. 2 is—‘The use to which the new capital is to be put.” 

If point No. 1 has been adequately carried out, point 2 


becomes merely a matter of being able to put before prospective 
investors adequate reasons for the necessity of new capital. The 
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importance of this principle is recognised in the Companies Act, 
which requires every prospectus to state how the new capital is 
going to be used. Naturally the Companies Act is very general 
in its requirements, but directors have a duty, both as a matter 
of business prudence and moral responsibility, to be certain just! 
how the money is to be spent, and to tell the people who put up 
new capital how their money is going to be used. If necessary, 
the collaboration of experts should be availed of to check the 
directors’ proposals and to bring an independent point of view 
on the soundness or otherwise of the proposed expenditure, and 
to verify the costs of all the items for which new capital is 
required. 


Point No. 3 is—“The calibre of the management which will 
have control of the capital, and the sponsorship under which a 
public issue of capital is to be made.” 

This is a point which weighs greatly with investors, and if the 
directors of a company are known to be men of ability and 
integrity, the investing public will be more likely to have 
confidence in it as a medium of investment. Even though the 
men composing the directorate and management of an enterprise 
are unknown to an investor, he will usually satisfy himself in 
some way as to their abiilty and trustworthiness before he places 
his money in their hands. He may do this in many ways. The 
simplest way is to study the profits and progress of the business 
under their management in the past, or else the success of other 
businesses which they have controlled. In this connection, the 
investor will probably consult his broker. Even the name of one 
particular person on a board may be of sufficient assurance to an 
investor if he knows that such person would not ally himself 
with other men who were not reliable and capable. 

The importance of sponsorship in making an appeal for new 
capital extends also to those who are connected with an enterprise 
other than as directors or managers. It may be that some other 
successful and highly regarded company has taken up a 
substantial amount of capital in the company making the issue, 
or has entered inta a contract in connection with a major section 
of the business. A well-known example is that of Nestlé and 
Anglo-Swiss Condensed Milk Co. Ltd., of which the whole of the 
ordinary capital is held by the parent company in Switzerland, 
which has also guaranteed the preference dividend of the 
Australian subsidiary. Similar sponsorship is present in the case 
of Woolworths Properties Ltd. In some cases, such as that of 
Amalgamated Wireless (Australasia) Ltd., a company may have 
strong Government support. 

The names of brokers or underwriters in connection with a 
new issue of capital may influence investors in favour of the 
issue. Similarly, if the names of auditors and solicitors of 
experience and good repute appear on a prospectus, it gives 
confidence to investors that, in their respective spheres, the 
company will have wise counsel and protection against error. 
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Some very pertinent comments were made on this point by a 
very eminent British chartered accountant, Sir Mark Webster 
Jenkinson, who, in the course of a paper read before the Sheffield 
branches of the Institute of Bankers, the Chartered Institute of 
Secretaries, and the Society of Chartered Accountants, on March 
5, 1928, said: 

“The real value of fixed assets depends on the earning capacity 
of the business . . . 

“To gauge the earning power of the business it is essential 
to ascertain how the profits have been earned, where the profits 
have been earned, why the profits have been earned. 

“No balance sheet will, and no balance sheet can, afford any 
reliable guide on these matters. Indeed, backers of horses have 
better information available than speculators in shares! 

“You may reach rationalisation of industry, or you may preach 
nationalisation of industry as the solution of our economic 
problems ; you may introduce artificial aids of a temporary nature, 
such as State-aided finance, tariffs, and subsidies; you may 
appoint Royal Commissions, committees, and trade federations, 
but, in the end, the value of a business depends on the men who 
run it.” 

And, finally, Sir Mark, evidently convinced that all great 
truths should be expressed poetically, concluded his address with 
the following lines: 

“Though your balance sheet’s a model of what balance sheets 
should be, 

Typed and ruled with great precision in a type that all can see; 

Though the grouping of the assets is commendable and clear, 

And the details which are given more than usually appear ; 

Though investments have been valued at the sale-price of the day, 

And the auditors’ certificate shows everything O.K., 

One asset is omitted—and it’s worth I want to know, 

That asset is the value of the men who run the show.” 


Point No. 4 is—“Whether a stockbroker should be employed 
or not.” 

It is possible that my views on this point may be biased, but 
the following comments are submitted for what they are worth. 
Stockbrokers have an intimate understanding of the capital 
market, as well as of the technique of placing securities with 
investors. This point is placed as No. 4 because, if a stock- 
broker is employed, he can render advice and assistance on points 
5 to 11 inclusive. The business of a stockbroker gives him a 
knowledge, on the one hand, of the requirements and moods of 
investors, and, on the other hand, of the credit (from a stock 
market point of view) of companies whose shares are listed on 
‘Change. He is, therefore, in a position to know how to assess 
the standing of a company from the investors’ point of view, in 
regard to management, hazards of the industry, prospects of the 
business, and the yield basis which a new issue of securities should 
have. Not only do stockbrokers know how to appeal to the 
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investing public generally, but they also have their own clientele 
who will be influenced by them, as presumably they place a large 
measure of confidence in them as brokers, and a wise broker 
knows how to merit that confidence by correctly assessing the 
rating of various types of securities. 







Point No. 5 is—‘‘The kind of security which should be issued.” 

The proper capitalisation of a company is of the greatest 
importance, for a capital structure which may be appropriate for 
one type of company may be quite unsuitable for another. It 
may be useful to set out briefly the various forms in which 
capital may be raised. 

Capital may broadly be divided into two main classes: 










(a) Debenture or bond capital. 
(b) Share capital. 


These in turn may be further subdivided into different classes. 
Debentures or bonds are in the first rank of prior charges, © 
and, as the principal is usually secured either by a floating charge @ 
on the assets and undertaking of a company, or on specific assets, 7 
they present a high degree of capital security. Interest 
is usually a first charge on revenue, as distinct from profits, and 
there is thus a solid backing for the interest payments. ; 
In view of these facts, it is usually possible to raise debenture @ 
capital at lower rates of interest than are feasible in the case of © 
preference shares, and debentures rank high up in the scale of 
security stocks. There is not time to deal at any length with this 
subject, but it is worth emphasising that debenture capital | 
is suitable for an industry, such as a public utility, which § 
presents great stability in regard to assets and income, or for a 
company which owns substantial freehold property, thus ensuring 
a high tangible backing for the debentures. 4 
The decision to raise debenture capital demands the most careful © 
consideration, for, unless provision has been made for periodical 
redemptions, or for conversion into ordinary shares, the existence 
of a heavy prior charge of this nature may jeopardise the interests 
of shareholders. On the other hand, in the case of a company 
with a high earning capacity, the use of debenture funds obtained 
on favourable terms may prove very beneficial to shareholders. 
The term “preference shares” is largely self-explanatory. It 
means that the shares rank ahead of other classes of shares for 
dividend or repayment of capital, or both. Preference shares 
may be divided into various classes, such as first preference, 
second preference, third preference, and so on. It is usually 
expected that the lower grades shall offer a somewhat higher rate 
of dividend to compensate for the smaller earnings cover. There 
is a further distinction between different types of preference shares, 
i.e., whether the dividend is cumulative or non-cumulative. If the 
dividend is cumulative, however, arrears (if any) accumulate from © 
year to year, and must be satisfied in subsequent years before 7 
ordinary shareholders can be paid a dividend. : 
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An attractive class of preference share is that which gives 
not only the right to a cumulative preferential dividend at a 
fixed rate, but also confers the right to limited, or unlimited, 
participation with ordinary shares in dividends above the fixed 
preferential rate, and possibly also in surplus assets after the 
repayment of preference and ordinary capital. 

Broadly, preference capital is suitable for companies which 
possess substantial ordinary capital, and enjoy a high degree 
of stability of earnings. Usually, it is expected that each £1 of 
preference capital shall be secured by at least £3 of net tangible 
assets, and that net earnings shall be sufficient to cover the annual 
preference dividend at least three times. 

Up till recently, Australian companies did not have power to 
issue redeemable preference shares, but that power has now been 
conferred by the New South Wales Companies Act of 1936 and 


classes, @ the new Companies Act just proclaimed in Victoria. 


Ranking next after preference shares are preferred ordinary 


| shares, the dividend on which is usually non-cumulative, whilst, 


as a rule, preferred ordinary shares do not enjoy preference in 
regard to repayment of capital. In a number of cases, so-called 
preference shares are, in actuality, only preferred ordinary shares, 


Ordinary capital, as a rule, is entitled to dividends and repay- 


have been satisfied. Dividend rates on ordinary shares, however, 
are limited only by the earning capacity of the company, whilst, in 
the event of liquidation, the ordinary shareholders usually have 
the right to divide the whole of the nett assets, after the claims 


| of outside creditors and preference shareholders have been 
» satisfied. 


Where highly speculative factors exist, capital should be issued 
in ordinary shares only, on which the holders may get compara- 
tively high returns when profits are good to compensate them 
for other periods of low and fluctuating earnings. 

There is still another class of capital which is sometimes used, 
namely, deferred, or deferred ordinary shares. In some cases, 
deferred shares do not qualify for dividends until ordinary shares 
have received dividends at a certain rate for a number of years, 
or until a certain period has elapsed. Such deferred shares are 
mostly issued in payment for goodwill, or to promoters, and the 


) system is subject to certain abuses. 


As an illustration, if a company earning £10,000 per annum 
has £20,000 of 6 per cent. cumulative preference capital, £60,000 
of ordinary capital, with dividend limited to 10 per cent., and 


} £1,000 of deferred capital, the distributions to the various classes 


e from © 


before 





Ie 


of shareholders might work out as follows: 
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In some cases, “management” shares are issued on somewhat 
similar terms to deferred shares, but, broadly speaking, these 
types of capital are to be avoided unless the rights of the holders 
are very severely restricted. 

For the most part, it is desirable to avoid a high capital gearing. 
By this is meant an inordinate amount of fixed interest capital 
in- relation to the ordinary capital. For instance, a company 
which had issued £200,000 of debenture capital, £200,000 of 
preference capital, and only £100,000 of ordinary capital would 
be said to be very high-geared. The effect would be that a 
large amount of fixed interest capital, obtained at low rates, 
would be employed to earn dividends on the small amount of 
ordinary capital. This might be very beneficial to ordinary 
shareholders in favourable times, but in a period of trade 
depression the ordinary shareholders would suffer through the 
substantial prior charges ranking ahead of them. At the same 
time, the small amount of ordinary capital would serve to limit 
the security for both capital and income for the holders of the 
debentures and preference shares. Where there is low gearing, 
i.e., a low percentage of fixed interest capital in relation to ordinary J 
capital, the security of the fixed interest capital is materially 
enhanced. 


Point 6 is—“The amount of inducement by way of interest or 9} 
prospective dividends, security for capital and other advantages 
which it is necessary to hold out to prospective investors to 
attract the required amount of capital. This becomes largely a 
matter of the earning power of the business and the ratio at 
which such earning power should be capitalised.” 

The investing public is very discriminating and somewhat 
fickle, as can be seen any day by looking at the table of quotations 
in the daily press, where there is usually a column showing the 
yield which is afforded by the dividends of each company on the 
market price of the shares. The wide variations in these yields 
comparing one company with another is remarkable. The shares 
of a company which the directors may think should be in the 
front rank, may be quoted at a price to give an unusually high 
yield—other companies show yields so small as to be below that of 
Government bonds, indicating that the public regard them as 
gilt edged investments. Matters other than earnings and dividends 
enter into this. The chief factor is, of course, confidence. Other 
factors are regularity of dividends, prospects of growth and 
increased dividends, and the possibility of bonus issue to share- 
holders or issues at par, or issues at a price below the market. 
Certain industries or companies may be out of favour with the 
investing public for reasons that are not very obvious to those § 
without market experience. 

As to the ratio at which the earning power of a business should 
be capitalised, this is ultimately determined by the open market. 
Take the case of a business of which past profits and future 
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prospects would lead investors to rate it on the basis of annual 
dividends of £100,000 per annum. If it is a business which has 
a very stable revenue and is largely protected from vicissitudes 
and competition (such as a public utility), and if other factors, 
such as management, are satisfactory, the investing public might 
rate it on, say, a 5 per cent. basis, which would justify a capital 
of £2,000,000. If it is a business which has a past record which 
has been profitable to shareholders, and whilst being in a favoured 
industry has prospects of great progress and increased profits, 
the investing public might rate it on a 4 per cent basis, justifying 
a capitalisation of £2,500,000. If it is an industry subject to 
violent fluctuation of fortune, or if it has a bad history from the 
shareholders’ point of view, it might be rated on an 8 per cent. 
basis, justifying a capital of only £1,250,000. 

It is usually regarded as desirable that goodwill should be 
limited to a minimum figure in the balance sheet. If this is done, 
the market will place its own assessment on goodwill. For 
example, if a company has a capital of £500,000 in £1 shares for 
which there are net assets (exclusive of any goodwill) equivalent 
to £1 for each share, and assuming that the shares are dealt in 
on the market at 30/- per share, it means that the market values 


| the business at £750,000, and assesses the goodwill as being 


rest or @ worth £250,000. 


The importance of earning capacity and dividend prospects in 
connection with the raising of capital cannot be over emphasised. 
The tangible assets security for the capital is a secondary con- 
sideration, except in the case of debenture capital, and even 
debentures are valued by investors largely on the amount and 
regularity of earnings in relation to the debenture interest. In 
this connection it is appropriate to quote the comments of Lord 
Melchett, who is a leading business man, and Mr. William Cash, 
a chartered accountant, at a meeting of members of the Institute 
of Chartered Accountants in London on January 9, 1936. Lord 
Melchett said “The real valuation of a share which is taken by 
the public or Stock Exchange, is largely based on its earning 
power, plus possible break-up value and other circumstances 
surrounding it, and also the condition of the market, which is a 
very big factor.” Lord Melchett also said “A share is issued to 
the public at the price the public are prepared to pay for it, based 
upon the earning capacity of the company and all other relevant 
information.” Mr. Cash, F.c.A., commenting on Lord Melchett’s 
statement, said, “If we are going to look at the determining 
factor as to what is the value of a share, in nine cases out of 
ten it is really based on earning capacity.” 

These quotations are made to show that this emphasis on 
earning power and dividend yield is not confined to stockbrokers. 
Even those investors or speculators, who subscribe new capital 
with the intention of selling out on a market rise, will require to 
be satisfied that the earning capacity of the business will justify 
a rise in the market price of the shares. There is a saying that 
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the market is usually right. The reason for this is that the 
investing public is cut off from the effective control of their 
capital and have little knowledge of the inside running of the 
business, of which they are the owners. Of necessity, therefore, 
investors as a whole develop a keen judgment and a certain 
amount of intuition as to the prospects of companies whose 
shares are dealt in on the Stock Exchange. Shares of companies 
with a high rate of earnings and dividends are usually quoted 
at much above their assets value, perhaps two or thre 
times the assets value, or more. On the other hand, look at bank 
shares at the present time. It is generally believed that the assets 
shown on the balance sheets of banks are conservatively valued, 
and yet the shares of all the Australian banks can, at the present 
time, be purchased for substantially less than their assets value. 
The reason is that the disclosed earnings of banks are now 
comparatively low, and are not likely to show a rapid increase. 

Point No. 7 is—“The legal points in the issuing of capital.” § 

This question must be left to the legal profession, with emphasis % 

on its importance, firstly, as to the articles of association, andy 
secondly as to the Companies Act. Attention should also be directed] 
to the requirements of the Stock Exchange in regard to shares for 
which application is to be made for official quotation. All these 
matters should be examined well in advance of a public issue, 
as it may be found that alterations are required to the articles) 
of association, or internal affairs may need readjusting, and thes] 
sometimes take considerable time to effect. Whenever a newy 
company is being formed it is wise to have the requirements of 
the Stock Exchange enquired into, even though there may bj 
no thought of a public issue of capital for many years, as matter) 
which are quite simple to provide for when a company is firs 
formed may prove difficult if overlooked until public capital isi 
urgently needed. 

Point No. 8 is—“The timing of the issue.” 

_ This is a question of making the issue at the most appropriate 
time as to— 

(a) The position of the business itself at the time, whic 
might necessitate delaying an issue until certain adverse 
factors are overcome, or until a sufficient period of 
past earnings has been achieved. All the factors whid 
come under point No. 10, namely, “The presentation @ 
the case to potential investors,” should be of a favourable 
nature at the time of making an appeal for capital, and 
it is always desirable that a company shall be able to 
show a record of at least three years of satisfactory 
earnings. 

The position of the investment market at the time di 
issue. Local economic conditions and overseas affairs maj 
make investors shy at a particular time, but the sentiment 
of the investing public may change quickly. If Goverr- 
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ment securities were giving a yield of, say, 6 per cent., an 
issue of shares would have to show a much higher yield 
than would be the case if Government securities were 
selling on a 4 per cent. yield. 

Point No. 9 is—“Whether the issue is to be underwritten or 
not.” 

The directors of a company, when deciding to make a capital 
issue, must make sure of a full subscription. If the directors are 
absolutely sure of a full subscription, they need not have the 
issue underwritten, but it would show poor judgment if the 
directors made an issue which they did not believe would be 
fully subscribed, and did not have it underwritten. An issue of 
capital is not like a line of goods. If it is not fully subscribed, 
the remnant cannot be offered by the company at a reduced price. 
Occasionally, an issue of shares is kept open indefinitely, but this 
is not done in the case of companies of good standing, unless the 
issue is of a special nature. 

The extra cost of having an issue underwritten is small, as 
compared with the advantages of being assured that the money 
will be forthcoming by a certain date. Moreover, it provides a 
cushion for the company against the effects of a rapid change in 
conditions. A further advantage, which is frequently overlooked, 
but which is of great value, is that the mere fact that an issue is 
underwritten gives investors confidence. The knowledge that an 
issue of capital is underwritten by a financially responsible firm 
which has expert knowledge of the capital market has a reassuring 
influence. 

Furthermore, reputable underwriters look not only to the 
prospects of a full subscription, but consider also all those factors 
which may affect the subsequent market for the shares. 

Experienced underwriters will require that the conditions of an 
issue will be such as to give reasonable prospects of success, but 
they dare not insist that the terms be too generous, otherwise 
all new issues would be so overwhelmingly successful that under- 
writing would soon be dispensed with as being superfluous. For 
this reason, no underwriter, if he is to continue, can afford to 
make excessive profits any more than he can afford to make 
excessive losses. Underwriting naturally implies risk, and the 
underwriter is entitled to reasonable payment for the risks he 
takes of altering conditions, unexpected happenings, and change 
in the public favour. 


Point No. 10 is—“The presentation of the case to potential 
investors.” 

This would usually be by way of a prospectus, and it should 
be remembered that, in most cases, the prospective investor must 
rely entirely on the information given in the prospectus for making 
his decision as to whether or not he shall invest in the securities 
that are offered. Great care is therefore necessary to ensure that 
everything contained in the prospectus is accurate, complete, and 
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clear, and cannot in any way be misinterpreted or misunderstood. 
The various items which should be dealt with in the prospectus 
are summarised below. The details which are to be included 
will depend largely on the nature of the business conducted by 
the company, and the type of capital which is being issued. 
The prospectus must at least contain information as follows: 
1, The capital of the company, the manner in which it is 
divided, the amount already issued, the amount proposed 
to be issued, and the balance to be held in reserve, if any; 
together with particulars of the manner in which 
subscribers to the new issue will be required to pay up the 
amount subscribed. q 
The names of the directors, the secretary and the auditors § 
will be set out in the prospectus, and also the names off 
the bankers, solicitors, and brokers, if any. a 
The objects of the issue should be stated in concise terms, ) 
and also the manner in which the new capital is to bl 
expended. 4 
The rights attaching to the securities which are being) 
issued should be stated, usually by quoting the relative a 
sections of the articles of association, together with any 
further explanation of the rights which the holders of the! ty 
securities will have. 
In the case of a business which is a going concern, the i 
profits earned by the company over a period of years} 
should be stated, and information should be given as tole 
the assets and liabilities. The statement of profits should] 
be certified by a firm of public accountants, and from they 
& 
point of view of the prospective subscribers it is advan-| Pes 
tageous to have this done by an independent firm of 
public accountants. This would be no reflection on the! 
company’s own auditors, but, as the auditors are virtual 
employed by the existing shareholders of the company, § 
and are responsible to them, the potential investor who has © 
not yet become a shareholder in the company will naturally § 
appreciate a certificate of profits by a public accountant § 
who has not been in this manner associated with the 
fortunes of the company and the existing shareholders. 
As accountants, you will all appreciate that a desire to 
avoid any dual responsibility or conflict of interests does 
not in any way reflect on the reliability of those concerned, 
but that the most careful and reliable people are always 
most anxious to place themselves in a position which is 
beyond all criticism. 

The manner in which the past profits of businesses should 
be certified for the purpose of a prospectus is a very 
important branch of accountancy, and need not be enlarged § 
upon here, but it is necessary, however, to emphasise the 
fact that profits which are properly certified year by year Le : 
the auditors of the company as having been earned and avail- 9 
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able for dividend are not necessarily the proper figures 
to use in a certificate for purposes of a prospectus, without 
close investigation having been made in regard to items 
which may happen to have been earned or expended in a 
particular year, but which do not provide a basis for 
estimating the regular earning capacity of the business. 
These may be items which will be non-recurring, or which 
have fallen into a year in which they do not belong, or 
which will not occur in future years owing to re-organisa- 
tion of the business or a change in the financial structure. 
If possible the profits of the preceding five years should 
be set out, or at least three years, and each year’s profits 
should be stated separately. 

As to assets and liabilities, some information should be 
given in regard thereto, but this need not necessarily be 
certified by the investigating accountants. 

On the basis of the earnings and assets, figures set out 
in the prospectus, a paragraph should be included on the 
relationship of the earnings to the future dividends, and 
also the tangible assets backing for each share. 

Further information may then be given in the prospectus 
in regard to the operations of the company, both in the 
past and as planned for the future, and sometimes this is 
supported by a letter or certificate signed by the managing 
director. 


8. It is helpful to give some particulars in the prospectus 


as to the directors of the company, setting out the positions 
which they hold as directors of other companies, or as 
officials of the company making the issue, and any other 
information of this nature which can be appropriately 
stated. 

Information should be given in regard to the way in which 


| applications are to be lodged by subscribers, and the 


manner in which allotment will be made, and the payments 
which will be required from applicants. Information should 
also be given in regard to the brokerage payable on the 
issue. 

The prospectus should state whether application will be 
made for listing on the Stock Exchange, and the location 
of the share register or share registers should be given. 
Certain statutory information must be included in the 
prospectus, as required by the Companies Act. This section 
of the prospectus is important, and the advice of the 
company’s solicitors in regard thereto would be essential. 
As part of the statutory requirements under the Victorian 
Companies Act, it is necessary to set out a certificate of 
the auditors showing the profits of the company in respect 
of each of the three preceding financial years, and the rates 
of dividends paid by the company in respect of each 
year. This certificate will show the profits as certified 
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in each of those years by the auditors, and naturally these 
profits may differ from those which are embodied in the 
main part of the prospectus and certified by the investi- 
gating accountants for the purpose of the issue, after 
making such adjustments as they consider appropriate in 
relation to the new issue of capital. In order to make it 
clear that there is no inconsistency between the two sets 
of figures, the certifying accountants may wish to add to 
in their certificate a statement of the profits for the 
respective years as certified by the company’s auditors, 
with an explanation that certain adjustments have been 
made by the investigating accountants in arriving at their 
own figures. 

Under the Victorian Companies Act, it is necessary to 
embody in the prospectus a copy of the memorandum of 
association of the company. 

It is appropriate to set out in the prospectus in a concise 
way, the various features of the new issue which make 
it attractive from the point of view of the investment. This 
should be set out in a conservative and moderate way, and 
investors will find it useful to have these points summarised 
in order that they may give due consideration to them. 


As there is a legal obligation to publish certain information in 
every prospectus, all accountants should be familiar with the 
provisions of the Companies Act, and the services of a solicitor 
should be obtained to ensure that legal requirements are fully 
complied with. 

Point No. 11 is—“The procedure whereby the issue will be 
launched and carried to a conclusion.” 

When all the other matters which I have already dealt with 
have been finalised, the actual launching of the issue is a matter 
on which the broker will be able to give valuable assistance. 
The primary requirement in this connection is to draw up a time- 
table setting out the various steps which have to be taken, and 
the dates on which each of these operations will take place. The 
following is an outline of such a programme which will, of 
course, vary considerably in each individual case: 

1. The prospectus is to be signed by the directors, and lodged 
with the Registrar-General. If the issue is to be offered 
in other States, the appropriate requirements of the 
Companies Acts in such other States must be complied j 
with. 

If the issue is being underwritten, an underwriting agree- 
ment would be signed at the same time as the prospectus 
is signed. 

The distribution of the prospectus and the advertising of the 
issue requires careful planning to provide for a large 
number of applications being received each day. The 
manner in which the prospectus will be distributed will 
depend on the nature of the issue. If the issue is to be 
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listed on the Stock Exchange, supplies of the prospectus 
should be made available to the Stock Exchange, and the 
requirements of the underwriting broker and others con- 
nected with the issue will have to be provided for. 


. Arrangements must be made for receiving applications, 


either at the office of the company or at the company’s 
bankers. The receiving, checking, and listing of applica- 
tions, banking of money, issuing of receipts, etc., requires 
the utmost systematisation. Adequate staff must be 
provided for this purpose, and the use of some type of 
office machines will greatly facilitate these operations. This 
part of the work must be organised so as to facilitate the 
procedure of allotment without loss of time. Unless a 
proper system is followed, confusion and delay may be 
caused to an extent which would hardly be realised by 
those who have not had experience in such matters. 


. The actual closing of the issue, summarising of applications, 


presenting same to the directors for allotment, preparation 
of allotment lists and allotment letters, refunds of money 
in the case of over-subscription, and lodging of lists with 
the Registrar-General, must be handled expeditiously and 
efficiently. When these matters have been attended to, 
share certificates should be issued to the allottees without 
delay. 


. Application for listing on the Stock Exchange, and pro- 


vision of facilities for market dealings are of the utmost 
importance. The raising of capital by public issues would 
be infinitely more difficult, if not impossible, if there were 
not facilities for buying and selling the shares on a Stock 
Exchange. There is, therefore, an obligation on companies 
whose shares are listed, or to be listed, on the Stock 
Exchange, to make adequate provision, subject to the 
requirements of the Companies Act, for efficiency in 
keeping the share register, registering transfers, and 
issuing new share certificates, marking transfers and all 
the other detail connected with a share department. 
Public companies could, with advantage, make use of 
public accountants by employing them to look after all 
matters relating to the share department. Instead of each 
company setting up a share department and employing 
men who must have an expert knowledge of share matters, 
it would conduce to efficiency if public accountants could 
handle the share work of a number of companies in the one 
office, thus permitting a high degree of organisation and 
division of labour. For example, if a firm of public 
accountants were to handle all the share work of, say, 
twelve companies, then one expert and experienced man 
would direct the work. If each company has its own 
share department, there would be twelve men required, 
who would all have to possess experience and knowledge of 
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the numerous and intricate matters relating to Stock 
Exchange dealings, and legal questions which continually 
arise in connection with deceased estates, bankruptcies, 
lost certificates, overseas shareholders, witnessing of trans- 
fers, and other points too numerous to mention, which call 
for decisions necessitating wide experience in such 
matters. 

Furthermore, in a central office the detail work could 
be carried on by trained clerks, with the assistance of 
bookkeeping machines, cheque-writing machines, address- 
ing machines, and other mechanical aids, which might not 
be possible in any one of the companies if they had their 
own share department. This method is followed exten- 
sively in London, and is the accepted practice in New 
York. In fact, companies with shares listed on the New 
York Stock Exchange are compelled to employ a bank or 
trust company to act as transfer agent, and most companies 
also employ a bank or a trust company as registrar to keep 
the share register, but the transfer agent must always be 
a different bank or trust company from that which acts as 
register. 

If all the matters commented on up till now have been 
thoroughly dealt with by a company that needs to raise capital, # 
it only requires that the issue be put out on such terms and in § 
such a manner as to engender confidence in the investing public. 
If you will pardon some repetition for the sake of emphasis, 
permit me to draw attention to those points in the prospectus in § 
which confidence may be won, namely: 

(1) The board of directors and management of the enterprise. 

(2) The security for the capital. F 

(3) The nature and history of the business, and the soundness 
of the industry. 

(4) The record of past profits, and the assets and liabilities. 
In this respect, the collaboration of the public accountant 
is of the utmost importance, as a certificate on these matters 
signed by a competent public accountant, is necessary if 
confidence is to be placed in the figures. 

(5) The prospects of profits being maintained or increased, and 
the dividend yield which may reasonably be anticipated. 

(6) The rights of the shareholders. 

(7) The conditions in regard to application and allotment. 

There is no doubt that a great responsibility rests upon 
accountants in regard to the presentation of accounts and budgets 
to directors and managers, to enable them to make wise decisions 
in connection with raising capital, and in certifying figures to be 
placed before prospective investors. 

It is not merely a matter of preparing figures which are 
accurate in the conventional way, but it is necessary for the 
accountant to understand how his figures can best be presented 
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in order adequately to inform and guide directors and investors 
respectively in making their decisions. This requires an under- 
standing of the problems associated with the raising of capital, 
on which problems I have tried to present some thoughts, with 
great humility, and with a realisation of my limitations in the face 
of such an important task. 

In conclusion, it is fitting to pay a tribute to the manner in 
which the Institutes of Accountants throughout Australia have 
worked incessantly to maintain and raise the standards by which 
their members perform their duties and responsibilities to the 
financial and commercial world, with results which are 
universally respected and admired. 





Articles in Overseas Journals 


The Accountant— 

May 20, 1939.—Leading article on Company Legislation in 
Australia; Companies Bill, 1938 (Victoria), being the Notes 
compiled by the Joint Committee appointed to advise the State 
Government. Legacies of the Past, by Professor J. H. Jones. 
Foreign Branches and the Certificate, by F. A. Roberts. 

May 27, 1939.—Education for Commerce at the University 
Level, by J. J. Cadigan. 

June 3, 1939.—Population Problem, by Professor J. H. 
Jones; Discrepancy between Words and Figures, by N. C. W. 
Edge. 

June 10, 1939.—The Prevention of Fraud (Investment) Act. 
The Learned Judges and the Auditor—I, by E. F. Jeal. 

Accountancy— 

June, 1939.—The Accountant as Trade Association Secretary, 
by H. B. Sheasby. 

The Accountants’ Magazine— 

June, 1939—The Conduct of and Procedure at Meetings, 
by A. Crew. 

The Accountants’ Journal (New Zealand)— 

June 20, 1939.—Closer Managerial Control of the Factory, 
by R. M. Kay. 

The Canadian Chartered Accountant— 

June, 1939.—The Accounts and Audit of a Fire Insurance 
Company, by H. B. Clearihue. 

The Journal of Accountancy— 

June, 1939.—Extensions of Auditing Procedure, being the 
Report of the Special Committee on Auditing Procedure, 
appointed by the American Institute of Accountants; Current 
Ratio or Net Working Capital? by H. S. Benjamin. 

The Cost Accountant— 

May, 1939.—The Cost and Financial Accounts—Their 

Relationship and Control, by A. R. G. Cunningham. 
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Accounting for Cash Orders 


By F. A. SHATTOCK, A.A.1.S., AND K. C. KEown 


The growth of the cash order system of trading in the retail 
softgoods stores during recent years, has given rise to the need 
for a competent system of accounting for this now extensive 
practice. 

It is not within the scope of this article to deal with the contract 
between the company issuing the cash order and the customer who 
spends the cash order in the retail store, but for the benefit of 
those readers not thoroughly acquainted with this phase of J 
retailing, a brief explanation should be helpful. 

For the person with no ready cash available, and who is not 
fortunate enough to have an entry account, a visit to one of the 
many cash order companies provides the means of obtaining 
immediate possession of goods. ig 

For the purposes of this article we are not concerned with the & 
details of the security given for the advance, but when the 
customer leaves the office of the cash order company she has in © 
her possession an open order for purchases up to a fixed amount § 
on any one of a large group of retail stores. f 

For this service she has to pay a flat interest charge of 5%, FF 
and the store selling the goods receives its payment from the 
cash order company for the nominal amount of the cash order, 
less 10%. 

It is when the customer presents the cash order in the store 
that the need for a system of accounting arises. If the purchase 
made is as much as, or more than, the value of the cash order, 
the cash order is taken by the salesgirl, together with any cash 
balance, and placed in the cash register. Should only part of the 
order be spent on any one purchase, then it is necessary to give 
the customer what is called a cash buying slip (see Fig. 1) for 
the balance of the cash order unspent, with which to make 
purchases in other departments. The bottom coupon (No. 1) 
would be filled in by the salesgirl making the first sale, and pinned 
to the actual cash order before placing it in the cash register. 
Details of the first sale would also be recorded on the top portion 
of the cash buying slip, the remaining coupons would be filled 
in and detached by the salesgirls, and the amount of each sale 
recorded on the main section of the cash buying slip. The sales- 
girl making the final sale will take over the main portion 
(including unused coupons). 

If the customer does not wish to spend the full value of the 
cash buying slip in the store, she may surrender it and obtain a 
cash order transfer, which is then available in the same manner 
as an original cash order. 
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Procedure in Office 
Cash bags with previous day’s takings are counted in the office, 


and amount of cash order sales in each department carefully noted 
as distinct from the actual cash received. 


The amount of cash order sales in any one day will consist of: 


(a) Cash orders presented and fully spent at once in the one 

department, and for which no cash buying slip is issued. 

(b) Cash orders presented in a department and partly spent 

there. In this event the department making the sales would 
have to issue a cash buying slip, the first coupon of which 
would be attached to the cash order. 

(c) Cash buying slips which have been issued in other depart- 

ments. 

(d) Cash buying slips and coupons which were issued some 

time prior to the date on which they are spent. 

The cash buying slips and coupons are sorted, and those found 
to be fully spent are checked as to their arithmetical accuracy 
and compared with the original cash order. It is important to 
see that the relative cash order is received for every cash buying 
slip issued. 

In some cases it will be found that a cash order transfer has 
been issued for the final balance of the cash buying slip. The 
final balance of the cash buying slip is compared with the office 
copy of the transfer issued before the latter is filed. 

Cash buying slips not fully spent are recorded on the cash 
order liability sheet. (See Fig. 2.) 

The cash buying slips and coupons referred to in (d) above, 
and which were previously recorded, are now recorded again 
as to the altered balance outstanding, and, if fully spent, are; 
marked accordingly. 

The cash orders received can now be added to obtain the daily 
total for the cash order account. These daily totals are accumu- 
lated and posted monthly. 

The cash orders are then sorted and filed until the end of the 
week, when the statement for each company is compiled. The 
total of each company is entered in the cash order summary book. 
This weekly total should be compared with the amount of the 
six daily totals. 

There will be some companies which do not pay during the 
ensuing week, so that, at the end of any particular week, there 
will be balances outstanding. The balances brought forward, 
plus the cash orders received during the week, less the balances 
outstanding carried forward to next week, will give the amount 
which should have been banked for cash orders. Reference to 
the cash received book will verify this. 

Private Ledger Accounts and Entries 


Five accounts are necessary. 
1. Cash orders. 
2. Liability under cash orders. 
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3. Cash order transfers. 
4. Cash order commission. 
5. Cash order sales. 
Entries 
(a) When cash order is received: 
Dr. cash orders. 
Cr. liability under cash orders. 
This is posted to the general ledger accounts from the monthly 
total of all cash orders received in the store. 


(b) When whole of cash order is spent in store: 


Dr. liability under cash orders. 
Cr. sales. 


(c) When part of cash order is spent in store: 

Dr. liability under cash orders with amount actually spent. 
Cr. cash order sales. 

(b) and (c) The figures for these entries are obtained from 

the monthly total of cash order sales. 

(d) When a transfer is issued: e 
Dr. liability under cash orders with amount unspent for © 
which transfer is issued. ¥ 
Cr. cash order transfers. 

This entry is obtained by adding all the transfers issued for 

the month. 


(e) When money is received from cash order company in 
exchange for cash orders: 
Dr. cash with amount received. 
Dr. cash order commission with commission deducted by 
company. 
Cr. cash orders. 


(f) When payments are made in exchange for open transfers 
issued by the company: 
Dr. cash order transfers with full amount of transfers 
surrendered. 
Cr. cash with amount paid. 
Cr. cash order commission with amount deducted. 


Balance Date Procedure 

Balance on cash orders represents asset of cash orders the store 
has on hand, and is a current asset. (See Fig. 3.) 

Balance on liabilities under cash orders represents liability that 
store will have to satisfy by exchanging goods during next trading 
period. This is the account controlling the coupons issued in the 
store, and should appear among the current liabilities in the 
balance sheet. 

Balance on cash order transfers represents the liability to 
other stores which will have to be met during next fiscal period, 
and is also a current liability. 





spent. 


from 


it for & 


d for 


ny in © 


ed by 


sfers 


sfers 


1939 THE AUSTRALIAN ACCOUNTANT 63 


Balance on cash order commission shows cost of cash order 
trading for period under review. This will be transferred to the 
selling expense section of the profit and loss account. 

The system is suitable for a departmental store of moderate 
size, but in the case of either a small or a very large store it 
must be remembered that any portion of the accountancy system 
must be designed to fit in with the docketing system in use. 

However, it will be found that, with little modification, the 
system can be adapted to suit the needs of any store, even though 
the method of recording cash sales varies. 


This Cash Order is Only Good B No. 2251 
for Purchases in this Store. 
CASH BUYING SLIP 


Value of Cash Order £ 
C.O. Company 


Value of Goods Purchased (in words) 























Total 











B No. 2251 

Amount Spent 

Assistant’s No...... eee See Cee 
B No. 2251 

Amount Spent £ 


Po SO eer Pere 
Fic. 1. 


RECORD OF CASH ORDER BALANCES 


(In colours to match Cash Buying Slips—C, Green; B, Pink, etc.) 





B Cash Order No. of Total Amount 
Company c/o Value | Spent 
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Registered Office: 


BALANCE ON CASH ORDER 
Pounds Shillings and 


On Presentation of this Order we will pay Cash less the 
Usual Commission. 





The Accountant as Statistician 
By A. Ciunies Ross 


II 





In the first article on this subject, it was seen that any attempt § 
to use business figures with even approximate accuracy involves 
consideration of ideas which, at first sight, seem to be the concern § 
only of professional statisticians. 

There was, in that article, not much reference to comparative 
figures as between one year and another, one department and § 
another, one enterprise and another in the same line of business. § 


When this side of the use either of the figures of an enterprise 
themselves or of other figures that are of importance to business 
men is attacked, it is soon found that here, too, the rules that 
statisticians have devised are of real value. 

We may imagine our friend, Mr. Zyx, who has begun to 


realise that figures may be used to tell many useful and true § 


stories, asking his accountant to prepare a report on the last four 
years’ trading, and depending on his judgment as to what 
information he provides. If the accountant has had no training 
in marshalling figures, he will, no doubt, proceed to spend a lot 
of time digging out facts and writing a long essay. He may refer 
to decreases in sales or indicate the result of an advertising 
campaign, and could produce several pages of typed material, and 
yet do little but puzzle Mr. Zyx when he struggled through it. 

Mr. Zyx’s common sense would, no doubt, lead him to call in 
Mr. Statistics and ask him to give Mr. Accountant a few hints 
about presenting comparative figures in tabular form. 

If Mr. S. begins at the beginning, he will warn Mr. A. that 
every table must be headed with a title sufficiently detailed to 
indicate at a glance what the figures are intended to convey, with, 
usually, an indication of what units are being used. Thus: 


Monthly Comparison of Sales (Thousands of £) with Wages 
Paid (Hundreds of £), 1938 


The next point is a distinction between simple and complex 
tables. A simple table is one that gives the actual figures resulting 
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from a single series of enquiries; for instance: monthly sales alone 
as in the first article. In that article two variables were set out 
in lines; a table usually sets them out in columns. 

A complex table is really a combination of two or more simple 
tables relating to the same general subject. The table whose 
heading is given above is complex; further complexity could be 
added by (e.g.) adding columns of indexes for sales and wages; 
or one showing the amount of sales for each £ of wages— 
indicating efficiency of salespeople. A table containing this last 
information is sometimes called a derivative or interpretative table, 
because it adds some deduction to the information actually obtained. 
Thus : 


TABLE I 


Monthly Sales, Wages, Efficiency Ratio (Sales Divided by 
Wages), 1938, and Indexes for Each 
Base of Monthly Indexes: corresponding month’s figures for 
1937 = 100. 
Base of Year’s Index: Totals for 1937 = 100. 





(1) (2) (3) (4) (5) ( (7) 


Month Sales Wages Efficiency Efficiency 
Ratio Ratio 








£ £ 2)- (5) = (6) 
1,009 288 . 99 
1,457 483 . 90 90 
1,412 370 + 82 98 119 
2,427 666 . 2 112 





19,842 5,802 ° 112 109 105 























When Mr. S., in triumph, produces the above complex table, 
complete with thirteen rows of figures, he will first point to the 
form of heading and of the “captions” above each column. When, 
however, he starts to indicate all the information it contains, Mr. 
Zyx will probably object that it shows too much Mr. S., if he 
is a gentleman, will apologise for having made an elementary 
mistake—that of putting too many figures in one table; he will 
suggest that the table should be divided into two or three. But 
he will point out that the efficiency ratios and the indexes make 
the table derivative because they are derived from the sales and 
wages actually recorded. 

Mr. Zyx, or the accountant, will take Mr. S. back to a word 
that he used casually. “What is a ‘variable’?” “Well, as you 
see, all statistics deal with figures expressing changes in amount 
or value. A variable is merely anything whose changes or 
variations can be measured for the purposes of comparison. And 
you should know what I mean when I talk of independent and 
dependent variables. Whenever I compare the change in one 
thing with that of another, I choose one and fix the degrees of 
its change—it is an independent variable; then I find the amount 


E 





66 THE AUSTRALIAN ACCOUNTANT AUG 


of the other corresponding to each change in the first—it is the 
dependent variable. 

“Thus, in a simple table of monthly sales, time, as represented 
by the month, is the independent variable, and sales is the 
dependent. In the complex table above, time is the only 
independent variable; all the others are dependent variables. 

“If I set out a simple table showing the sales corresponding 
to different amounts of wages paid, I could choose either as 
independent. If I choose sales, I set down first a series of amounts 
of sales; say, £1,000, £1,500, £2,000 and so on, and put a 
‘dependent’ figure, the wages bill, opposite each. If I choose 
wages as independent, I set down a series of wages: say, £200, 
£300, £400, and so on, and put a dependent figure of sales opposite 
each. Which I shall choose will depend upon whether I aim to 
discover what wages I may expect to pay for a stated volume of 
sales, or what sales I may expect from a stated wages bill.” 

Mr. Zyx will probably agree that the seemingly mysterious 
terms contain quite an amount of useful common sense—even that 
Mr. S. was not merely trying to produce confusion by introducing 
them. 

Mr. Zyx suggests to Mr. A. that he should try replacing a page 


or two of his report by a few tables and adopt Mr. S.’s warnings. § 


Then he remarks that he likes things he can look at rather than 
read. “What about helping Mr. A. to picture the progress—or 
regress—of my business?” “Well, Mr. Zyx, if you mean actual 
pictures, I must tell you that you must be careful. For instance, 
I could draw sketches of your factory on different scales to 
represent your sales—or your profits—over the last few years. 
But they are dangerous because you would not be quite sure 
whether I meant the areas of paper occupied by the sketches to 
represent the sales or the apparent volumes of the buildings. I 
hope you will be satisfied with simple oblongs or even lines—it’s 
practically impossible to deceive yourself about their meanings. 
Give me an example of some of your business figures that you'd 
like me to set out graphically.” “What about trying that row of 
expenses that A. gave me nicely mixed up on page 14 of his 
report ?” 

“T can do that easily by a series of component bar-charts. First, 
I’ll tabulate the figures; look at Table II.” 


TABLE II 
Division of Proceeds of Sales 





Administra- | Profit (+) 
tive 


Cost of a 
Expenses _| Loss  (—) 


Sales 





£ £ 
2,102 — 344 
2,567 + 694 
3,243 +1,931 
2877 | +2242 _ 


£ 
7,072 
7,529 
10,082 
11,965 


| 
| 
| 











~~ -— wm 1 Us hUrhrhlhUCUrrr UO 


AUG 
is the 


sented 
s the 
only 
$. 
mding 
er as 
,Ounts 
put a 
hoose 
£200, 
posite 
im to 
me of 


erious 
n that 
lucing 


, page 
nings. 
- than 
S—or 
actual 
tance, 
es to 
years, 

sure 
les to 
rs. I 
—it's 
rings. 
you'd 
ow of 
f his 


First, 


1939 THE AUSTRALIAN ACCOUNTANT 67 


“You will note that I have not attempted to set out all expense 
items separately (e.g., commission, travelling, and delivery, under 
selling). If I had tried to put them all in, the table would be 
so complex as to be almost useless, and any attempt to set them 
out graphically would make a very confused picture. In Fig. I 
you will see the same figures in four bars—one for each year— 
making up a component bar-chart. (By the way, if I hadn’t 
divided up each bar, but merely given one bar per year for 
sales, the result would have been a simple bar-chart.) Do they 
help you more than the figures themselves? Notice the difficulty 
of showing the loss in 1935: the total outgoings exceeded receipts.” 

Mr. Zyx makes the obvious 

comment: “They are not as 

Fi 7 accurate, but they do show the 

Je, changes in relative amount of 

= Prorit = the various components that 
ee SS omake up the total of sales. 

Fidei. / NS _sCBButt, ‘tell me, how did you 
T XPEOGES | i . decide on the size of the bars? 


100007 


ExPENsEs 


cal 


represent £3,000.” 

“Scales must be chosen 
carefully. If they are too 
large, the paper may give out 
or the eye lose the general 
idea; if too small, differences 
in size are very hard to esti- 
mate. Of course, I’ve had to 
sacrifice accuracy; if I had 
tried to make a bar represent 
exactly £10,257— with even 
1/100 in. for £1, it would have 
been 84 feet long! This is one 
reason why any graphical re- 
presentation should be accom- 
panied by the actual figures 
from which it is taken. Our 
bar-chart is accompanied by 
+ Table II. Remember that the 
1936 193] width of the bar has no rela- 

tion to the figures; it is fixed 
so as to be large enough to be easily seen.” 

Here Mr. Zyx refers to some figures he found scattered through 
Mr. A.’s report, who had gone to the trouble of working out 
percentages each year—to show how costs had risen or fallen as 
compared with each year’s sales. “What about a chart of these?” 

Mr. S. promptly offers him the choice of two diagrams: 

(1) a “pie” or “circle” chart, in which the whole area of a 
circle represents the whole of any item that is made up of 
components, and the areas of sectors the figures for the com- 
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ponents—the angles at centre are proportional to the percentage 
that each component is of the whole.’ But first tabulate the 
percentages we are to set out graphically. Look at Table III: 

“Figure 2 is a pie-chart of your sales components for 1938. 
It’s right as far as it goes, but I’ve not made similar charts for the 
other years because they are unsatisfactory for comparative 


TABLE III 


Division of Proceeds of Sales 
Percentages of Components to Total Sales for the Year 





Year 


Cost of 
Sales 


Selling 
Expenses 


Administra- 
tive 
Expenses 


Profit (+) 
or 





1935 
1936 





13-8 
4-1 


20-4 
20-4 











1937 ’ 18-3 
1938 ' 
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purposes; the observer is always asking himself, ‘is it the radius 

of the two circles I have to compare—or the areas?’ Anyway, I 

couldn’t show 1935 loss in the circle. They are not very useful as 
ides to business policy.” 

(2).4 component bar-chart (Fig. 3)—differing from the first 
bar-chart in that all bars are the same length—representing 100%. 
You see that 1935 loss stands out above the 100%. 

Mr. Zyx is happier this time as he sees clearly the facts that 
costs expressed as a fraction of sales decreased for two years 
and then rose a little. Selling expenses have remained almost 
steady but, though sloping lines are inserted to help the eye, 
it is not very easy to decide whether the length of the rectangle 
representing them as a percentage is larger or smaller. This is 
one argument against the use of bar charts for comparing more 
than one magnitude at a time. 

Mr. S. then suggests: 

“These wide bars are useful £ 
for people not accustomed to 200007 .. 
graphical methods, but the ——~ ADMIN. ExPS 
width means nothing; you'd Seccing Exes, 
be just as satisfied with simple ----Cosr 
straight lines — I’ve reduced 
the bar-chart to the line form 
in Fig. 4. I have joined the 
points which now represent hes 
each figure by lines that show 

by their slopes the rate of 

change of, first, cost by itself; 12,000 
then cost plus selling ex- 

penses; then these two plus 
administrative expense; and, 

lastly of these, plus profit (or 

minus loss), that is, of sales. 

It is not possible to show the 

rate of change of the two 

expense groups on this dia- 

gram.” 

Mr. Zyx may then have an 
idea: “You might as well 
leave out the vertical lines 
altogether and leave merely 
the points and the connecting 
lines. They give me all the 0 
information I want; in fact, 1935-1936 1937 1938 
the vertical lines rather con- 
fuse my ideas than otherwise. And by the way, with or without 
verticals, the points seem to be rather ‘skied.’ Couldn’t you 
bring them down a bit?” : 

“You’ve made two points: let’s take them one at a time. First, 
the omission of the verticals: that’s all right for anyone who has 
a little training in recognising that points can say as much as bars. 
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But you must let me leave a few verticals and horizontals, apart 
from the lines themselves—to indicate the ‘scales. And now we've 
reached the most common way of showing changes in relations 
between variables—by means of a curve joining the points 
showing their relations at different stages. The line joining them 
is always referred to as a ‘curve,’ even though, as in this case, 
it is made up of a number of straight lines. e shall meet cases 
in which an actually curved line is drawn to show the kind of 
change rather than the actual change in a relation. 

“To refer to your second point, the look of a curve is very 
important, and it is easy to give a curve of any set of figures a 
gentle or steep slope by varying the relation between the vertical 
and horizontal scales. Before we go any further, I must ask 
you to learn one or two terms. You can understand that all 
curves of the kind with which we deal are constructed within a 
sort of framework formed by two lines at right-angles, with 
scales marked along them. Each line is known as an axis; and, 
from the fact that the making of curves originated from mathe- 
matical studies, the horizontal axis is the ‘*-axis,’ and the vertical 
the ‘y-axis.’ The perpendicular distance of any point from the 
y-axis is its abscissa, and the distance from the x-axis, its ordinate. 


The two distances considered together are its co-ordinates, or, if “4 


you want me to be very correct, its Cartesian co-ordinates, after © 
Descartes, the mathematician who first realised their usefulness. © 
In producing curves of the kind of which business men deal, the 
independent variable is always set out along the x-axis, and the 
dependent along the y-axis. In our curves showing sales in 
relation to time, we selected a distance along the +-axis to 
represent a year and a distance along the y-axis to represent 
£1,000. The point from which the two axes are drawn is known 
as the origin, and it should be shown on every framework of 
a curve. We could have drawn our sales curve with the point 
in a corner marked, say, £10,000—this would have the effect of 
bringing the curve down but it would have given you a very 
wrong idea—look at the effect in Fig. 5. It is so easy to think 
that the bottom line (or, to be technical, the +-axis) represents 
zero as a starting point. That is one reason why curves often 
look ‘skied,’ as you put it. A true origin is the zero point on 
both axes. When we mark the origin with a year, such as ‘1935, 
or a month, ‘January,’ we are fixing a date as zero date—like § 
the ‘zero hour’ in war. 

“Incidentally, there’s plenty of paper to the left of and below 
the origin ; it can be used to indicate negative values. For example, 
if we want, for any reason, to indicate events before zero hour, 
we have negative times as compared with positive times after. 
In Fig. 10, a graph of the profits of the business, the Joss in 
1935, is shown by a point below the x-axis.” 

Mr Zyx interjected at this point: “I like your words and shall © 
feel really proud of my curves. But you slid over one point: you § 
said ‘a certain distance’ represented £1,000; how do you fix the J 
distance—or doesn’t it matter?” 
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Mr. S. probably looked shocked at this. “Of course it matters; 
the choice of scales makes all the difference to the steepness of 
the curve. In Fig. 6, you see the same figures as were used in 
Fig. 5; the distance for a year is the same, but that for £1,000 is 
halved. What is the difference in the look of the curve?” 








Pai FIG.10 - 
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“Of course, the second is much flatter and yet I can see that 
the two really say the same things. Let me see what happens if 
I use half-distances for years, and leave pounds as in Fig. 5.” 
(He produces Fig. 7.) “I thought so; it’s much steeper; too steep 
to be comfortable. I :2e I can make any curve as flat or as 
steep as I like by varying the relations between my scales. Have 
you any guide?” 

“IT cannot give you much. It’s decided in the main by the 
effect that the resulting curve has on your feelings. The sales 
curves in Figs. 4, 5, 6 and 7 all record the same facts. Figs. 5 
and 7 are wrong because they start from £10,000 instead of from 
zero, but, when thinking about steepness, choose the one that tells 
you that your sales just about doubled between 1935 and 1936. 
You’ll probably choose Fig. 6. But, if you like that slope, you 
have either to sacrifice some accuracy or to get a bigger piece 
of paper.” 

“IT think I do. I’m getting interested in these things. You 
said something about not being able to show my selling expenses 
clearly in Fig. 4. What about putting them in with Fig. 6, that 
we've selected as good for the sales themselves?” 

“Well, on Fig. 8, line (1) is the old sales curve; (2) is the 
selling expense curve on the same scale. But I’m afraid you are 
disappointed in it; it looks so very flat and, after all, the expense 
was nearly doubled in the time we are discussing.” 

“Why not change the scale? That would make it steeper—or 
is there anything wrong about having two scales on one frame- 
work? TI’ll try a scale four times as large on my y-axis.” (He 
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produces Line 3). “Ah! that’s more like it—but I'll have to 
keep those different scales in mind or I'll be thinking that selling 
expense is about half total sales.” 


# 20000 a 
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“Just so. No doubt you can see, now that you have drawn 
a few curves yourself, that to show a change of, say, 20% ina 
small amount such as selling expense, looks much smaller than 
an equal rate of change in a large amount such as sales—that is, 
if you graph them both on the same scale. By the way, do you 
remember anything about logarithms you met at school?” 

“Can’t say Ido much. But what have they to do with graphs?” 

“Here is some logarithmic paper—sometimes called ratio-scale 
paper. You see that the lines are not the same distance apart 
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as they go up the page. The lines marked 2 and 4 and 8 are 
at such a distance from 1 that the distance from 1,000 to 2,000 
equals the distance from 2,000 to 4,000, or from 4,000 to 8,000. 
Any distance represents a multiplication of the figure at the bottom 
to obtain the figure at the top. In other words, if we graph any 
set of figures on this paper we get a curve showing the rate at 
which the variable grows (or falls), not the amount by which it 
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grows. Try it with your sales and sales expenses. There they 
are” (Fig. 9, lines 1 and 2), “though they are some distance apart, 
you see that they increased at about the same rate. But one 
great advantage about paper ruled this way is that you can move 
a curve bodily as far up or down as you like without affecting its 
meaning. Line 3 is Line 2 brought up close to Line 1 so that 
the fact that they are nearly parallel can be seen. Line 4 is cost 
of sales, also inserted close, and we see that the rate of increase 
of cost fell off compared with sales between 1935 and 1936, but 
increased at the same rate afterwards.” 





20000 
FIG.9 





























% 
° 
° 
So 


- 
- 
- 


(2)-7~ 


2) 
— 
« 
°) 
ve 
Ww 
4 
< 
) 
a 


SCALE FOR 
(1), (2), 4). 




















° 
° 
° 


1935 1936 1957 1938 


“Very nice—but surely very theoretical! And how do the 
logarithms come into it?” 

“A full explanation would take a long time, and you needn’t 
really trouble about it. Suffice it that the draftsman who drew 
the lines saved you the trouble of working out a lot of ratios 
to find out whether your rate of increase in sales was greater as 
time went on, and to find a relation between the rate of increase 
of your sales and the rate of increase of your selling expenses. 
Ratio-scale graphs are very useful in that way, but you have to 
be careful not to imagine that the distance from the base line 
means anything absolute; such curves have no zero point.” 

“I can see that both ordinary and ratio-scale graphs are useful 
for showing clearly but approximately what has happened in the 
past. Have they any value as helping to show how things ought 
to go in the future?” 

“Well, you know that, roughly speaking, your total sales are 
a pretty good index of your business prosperity. We used 
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monthly figures and averages for that purpose. They were good 
indications, but I may bring one or two others to your notice 
before we see what graphs can do. First, there is the moving 
annual total (M.A.T. for short). This is a series of twelve 
months’ totals made up at the end of each month; the May figure 
differs from the April figure by including this May’s figures and 
omitting last May’s. It differs from the month’s own figures by 
reducing the effect of seasonal fluctuations; if your business is 
growing steadily, the total should grow steadily even if the 
month’s figures are down. The figures for 1938 are shown in 
Table IV (Line 1). 

“Then the cumulative total may also be useful. It is, at the end 
of each month, the total of sales from the beginning of the year 
to date. From past experience you have an idea of how the 
total should go; this total shows you whether (e.g.) a special 
effort in June has overcome a falling-off in May. The same 
Table gives the figures for 1938 (Line 2) ; the December figures 
in the two series are, of course, the same. Cumulative totals for 
1937 are inserted for 1937. 


TaBLe IV 
Sales During 1937 and 1938 





Moving Annual January February March | April May 





2. foe. te |e 


Total, 1938 “ 17,809 17,894 17,714 | 17,829 | 17,668 


Cumulative Total | 
1938 .. .. | 1,009 | 2,121 | 3,664 | 4,991 | 6,448 
Cumulative Total 
1937... ie 924 | 1,951 | 3,674 | 4,886 | 6,504 
| | 











| 
Moving Annual July August | September | October | November | December 





£ Z £ £ £ £ 
Total, 1938 -. | 18,051 18,319 18,281 18,340 18,762 19,847 
Cumulative Total, | 
1938 .. = 9,869 11,446 12,868 14,348 16,630 19,847 
Cumulative Total, 
10387 .. os 9,542 10,857 12,301 13,202 15,292 17,719 























“Now, these figures, as they stand, don’t tell you much, but 
let us graph them as in Fig. 11. You see the M.A.T. rising from 
about May, indicating an improvement on last year. You could 
not say whether the cumulative curve is satisfactory unless you 
had fixed a standard for yourself in advance. Suppose you had 
graphed the cumulative figures for 1937 as in Line 3 and had 
worked out a general line of improvement—indicated by the 
straight line (4), beginning with an estimate of sales for January, 
and ending with a total for the year. Then the points would be 
fixed at the end of each month, and you would see the curve 
rising, but keeping much too close to 1937 early in the year, 
and well below your ‘budget’ line. As it was, things turned out 
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well and you finished above the line I have suggested. That 
seems to have been luck—December saved you. 

“At the foot you notice Lines 5 and 6 and can guess what they 
are. No. 5 is monthly sales for 1937; a line you could have had 
before you in January, 1938. No. 6 is monthly sales for 1938, 
which you would have filled in as the year progressed. These 
two curves tell much the same story as the cumulative curves, 
but in greater detail. You would, no doubt, have guessed that 
story as the lower curves are on a larger scale than the diagonals, 
even if the figures at the left had not shown the scales. The 
M.A.T. curve, the cumulative curve, and the monthly sales 
curve, taken together, are called the z-graph.” 

“The curves certainly say a lot and say it very clearly. I'll 
run out 1939 curves up to date and put in a trend line—didn't 
you call it?—for the rest of the year. It will provide a standard 
not only for me, but for the whole of the staff.” 

“I think you now have a fair idea of the sides of statistics 
that are of most value to retailers and wholesalers. Manufacturers 
find them even more useful, and a number of special forms have 
been invented to help them keep track of costs, stocks of raw 
materials, and so on. You would find the Gantt chart interesting 
but, from your point of view, it would have only a theoretical 
interest.” 





Legal Decisions of Interest to Accountants 
By J. A. L. Gunn, F.1.c.A. 


RIGHT OF A CREDITOR OF COMPANY TO ORDER FOR WINDING-UP 


Long-Innes J., Chief Judge in Equity, New South Wales, 
recently dealt with a petition which was presented prior to a 
company going into voluntary liquidation. (Re Automatic Bread 
Baking Co. Ltd.) The only grounds on which the petition was 
based were the inability of the company to pay its debts and that 
it was just and equitable that it should be wound up by the Court. 
At the hearing evidence was adduced with a view to showing 
that the creditors would be prejudiced by a continuance of the 
voluntary winding up, or that the case was at least one in which 
the Court should be satisfied that the voluntary winding up could 
not be continued with due regard to the interests of the creditors. 

It was contended by petitioner’s counsel that on the true 
construction of Section 288! of the New South Wales Companies 
Act, 1936, the petitioner was ex debito justitiae entitled to an 
order for compulsory winding up, and that Section 210 (3)? had 
no reference to any petition except one presented by a voluntary 
liquidator. On the other hand, it was contended by counsel for 
the respondent that S. 210 (3) of the Act was of general 
application, and not limited to a petition presented by a voluntary 


1. Cf., English Act, Sec. 255; Victorian Act, Sec. 255; Queensland Act, Sec. 260; South 
Australian Act, Sec. 271; Tasmanian Act, Sec. 199; Western Australian Act, Sec. 150. 

2. Cf., English Act, Sec. 170; Victorian Act, Sec. 168; Queensland Act, Sec. 175; South 
Australian Act, Sec. 196; Tasmanian Act, Sec. 140; Western Australian Act, Sec. 109. 
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liquidator, and that it required that in all cases where a company 
was being wound up voluntarily or subject to supervision, the 
Court should not make a winding-up order unless satisfied that 
the voluntary winding up or winding up subject to supervision 
could not be continued with due regard to the interests of the 
creditors or contributories. 

The following is an extract from His Honour’s judgment: 

“Section 288 provides: ‘The voluntary winding-up of a 
company shall not bar the right of any creditor or contributory 
to have it wound up by the Court, but in the case of an application 
by a contributory, the Court shall be satisfied that the rights of 
the contributories will be prejudiced by a voluntary winding-up.’ 
The section differs from S. 144 of the Companies Act, 1899, 
which provided: ‘the voluntary winding-up of a company shall 
not be a bar to the right of any creditor to have the same 
wound up by the Court if the Court is of opinion that the rights 
of such creditor will be prejudiced by a voluntary winding-up.’ 

“It is contended that, applying the maxim ‘Expressio unius est 
exclusio alterius, the effect of Section 288 is that a creditor, 
notwithstanding the existence of a voluntary winding-up, is 
entitled ex debito justitiae to a winding-up by the Court; but, 
in my view, if Section 288 stood alone, that would be its effect 
only as against the company, and the rule would not apply as 
between the petitioning creditors and other creditors of the 
company where if the majority of the creditors opposed the 
petition, the Court would have regard to their wishes, unless the 
circumstances were such as to satisfy the Court that the case 
was one requiring investigation, or that there would be a conflict 
between the duty and interest, or between opposing duties, of 
the liquidator, when it would appear that the voluntary liquidation 
could not be continued with due regard to the interests of the 
petitioner, or that he would be prejudiced thereby. It is 
unnecessary to refer to any of the numerous cases on this subject, 
some of which are collected in Palmer’s Company Precedents, 14th 
Edition, Vol. II, at page 54. 

“In the present case the petition is opposed by the majority 
of creditors, and I do not think that even if Section 288 stood 
alone, it would entitle the present petitioner ex debito justitiae 
to a compulsory winding-up order; it is, therefore, strictly 
unnecessary to determine in this case whether Section 210 (3) 
is_of general application or limited to cases of petitioning 
liquidators ; but as this is the second occasion on which the point 
has been argued before me it may be as well that I should express 
a concluded opinion on that point. 

“It is obvious that, unless S. 210 (3) is of general application, 
S. 288 of the Companies Act, 1936, has effected a considerable 
change in the law obtaining in this State, since under S. 144 
of the Companies Act, 1899, when a company was in course of a 
voluntary liquidation an individual creditor was not entitled, even 
as against the company, to a compulsory winding-up order unless 
the Court was ‘of opinion that the rights of such creditor would 
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be prejudiced by a voluntary winding-up’ whereas under S. 288 
of the Companies Act, 1936, an individual creditor would be 
entitled to such an order ex debito justitiae as against the company, 
though not as against opposing creditors. 

“Tt is necessary, therefore, to determine the true construction 
of Sub-section 3 of Section 210, which involves a consideration 
of the whole section. 

“Section 210 (1) provides that ‘an application to the Court 
for the winding-up of a company shall be by petition presented 
subject to the provisions of this section either by the company, 
or by any creditor or creditors (including any contingent or 
prospective creditor or creditors), contributory or contributories, 
or by all or any of those parties, together or separately.’ 

“The sub-section then proceeds to limit the right of a con 
tributory to present such a petition to certain specified cases, and 
provides that a petition shall not be presented on the ground of 
default in filing the statutory report with the Registrar-General 
or in holding the statutory meeting by any person except a 
shareholder and after the lapse of a certain time, nor shall the 
Court give a hearing to a petition presented by a contingent or 
prospective creditor until certain conditions have been fulfilled 

“Sub-section 2 provides that in certain cases a petition to have § 
a company wound up may be presented by the Attorney-General. 

“Sub-section 3 is as follows: ‘Where a company is being wound 
up voluntarily or subject to supervision, a winding-up petition 
may be presented by the liquidator as well as by any other 
person authorised in that behalf under the other provisions of 
this section, but the Court shall not make a winding-up order 
on the petition unless it is satisfied that the voluntary winding-up 
or winding-up subject to supervision cannot be continued with 
due regard to the interests of the creditors or contributories.’ 

“Sub-section 4 is immaterial to the construction of Sub-section 


“IT am unable to read the operative words of Sub-section 3 
‘the Court shall not make a winding-up order on the petition 
unless,’ etc., as referable only to a petition presented by 2§ 
liquidator. In my view the sub-section on its true construction 
deals with all the cases in which a petition for a winding-up by 
the Court is presented in respect of a company which is being 
wound up voluntarily or subject to supervision, and the express 
mention of the liquidator was merely for the purpose of extending Ff 
the class of persons previously mentioned in the section as being ff 
persons who are entitled to present a petition of that nature. 
The operative words of the sub-section, therefore, in my opinion, F 
refer to every petition for the winding-up by the Court of a 
company which is being wound up voluntarily or subject to 
supervision, whether such petition is presented by an individual, 
whether the liquidator or ‘any other person authorised in that 
behalf under the other provisions of the section,’ and in every such 
case the Court is prohibited from making a winding-up order 
unless it is satisfied ‘that the voluntary winding-up or winding-up 
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subject to supervision cannot be continued with due regard to 
the interests of the creditors or contributories.’ 

“If that is the correct construction of the sub-section the 
present Act in effect leaves the position as regards petitions by 
individual creditors practically in the same position as under 
the Companies Act, 1899, the only difference, if difference it 
be, being that in place of an individual petitioning creditor being 
required by S. 144 of the Act of 1899 to prove that his rights 
would be prejudiced by a voluntary winding-up, it is now 
necessary that he should establish that the voluntary winding-up 
cannot be continued with due regard to the interests of the 
creditors or contributories. If, however, the sub-section applies 
to petitions presented by the general body of creditors it would 
seem that it has effected a substantial change in the law, for 
Section 144 of the Act of 1899 was no bar to a compulsory order 
if the general body of creditors desired it: In re E. Bishop & 
Sons Ltd. ((1900) 2 Ch. 254); as to whether the sub-section 
applies to petitions presented by the general body of creditors 
it is neither necessary nor desirable that I should in this case 
express an opinion. 

“Being of opinion that Section 210 (3) is not limited to 
petitioning liquidators, and being further of opinion that even 
if it were so limited, the petitioner would not be entitled under 
Section 288, ex debito justitiae, as against the opposing majority 
of creditors to a winding-up by the Court, it becomes necessary 
to consider whether the petitioner has established that the 
voluntary winding-up cannot be continued with due regard to the 
interests of the creditors or contributories, or, what is probably 
the same thing, that his rights will, or may, be prejudiced by the 
continuance of the voluntary winding up. . .” 





Book Review 


Australian Mercantile Law: R. Keith Yorston and Edward E. 
Fortescue. The Law Book Co. of Australasia Pty. Ltd. 
Pp. xii + 369. Price 15/-. 

A well-known advertisement depicts a large ox addressing a 
bottle of beef-extract: “Alas, my poor brother!” Whenever I 
examine a well-constructed text-book on Mercantile Law, the 
picture recurs to me. Chitty on “Contract”; Benjamin on “Sale”; 
Lindley on “Partnership”; Byles on “Bills,” and so on: can they 
be condensed into one volume smaller than any one of them? 
The authors of this book have produced a very palatable con- 
centrate, “primarily for the use of students.” 

As partial criticism, it is perhaps unfortunate that the authors’ 
preface makes so much of the fact that the book is intended for 
examinees. The point could have been made that any business- 
man should have a volume such as this at hand for reference— 
even if he has passed the Legal Section of the Commonwealth 
Institute’s examination. It should be used, not as an alternative 
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to the calling in of professional assistance, but as a remindeg 
of the necessity of using such assistance when a decision involvi 
the possibility of legal action has to be made. 

Any such volume has to be tested in two ways: first, does if 
cover the ground? This one summarises the Australian law o@ 
the subjects mentioned—also on Agency, Bailment, Bills of Sale 
Guarantee, Sea Carriage, Landlord and Tenant, Commercial 
Arbitration, Insurance, and Receivers—more than enough 
satisfy the most exacting of examiners. 

Second, does it make the subject as easy as may be for 
student with no legal training? Professional lawyers tend t 
believe that no author, unless he is one of themselves, can treafi 
legal subjects correctly and completely. Perhaps it is just beca 
the authors of this book are both members of the Commonwea 
Institute that they are able to be simple without losing accuracy) 
They have wisely used the resources of the printing press t 
make classification clear and to emphasise important points. 

One suggestion might be made. Following precedent, remedieg 
for breach of contract follow rules as to formation, etc. If 
remedies were put first or at least early in the treatment, thé 
student would be clearer on the meaning of such words ag 
“irrevocable.” Of course, it does not mean that a party cannof! 
change his mind but that, if he does, he has to expect unpleasant 
consequences. Obvious, no doubt, but at best the young student 
of law wanders in a maze of new terms and any line of connection 
with practical life will help. 


A.C.R. 
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